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DEBTS 


The foreign debts of developing countries have been increasing quite rapidly in the 
mid—1970’s. However, the chart and table below place this increase in perspective. 


GROWTH RATES IN EXTERNAL DEBT OF DEVELOPING COUNTRIES 
Average Percentage per Year 
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Source: World Bank Study; ‘ Finance and Development’, Dec. 1977, p. 23. 





The 1973—76 increase in the dollar value of total debts has been faster than in the 
past, but mainly because of price inflation. In real values, the growth of indebtedness 
has actual!y slowed (see chart above). 


The table on the next page shows how, for developing countries with the largest 
annual debt service (i.e. the payments for interest and repayment of foreign loans), the 
recent growth in debt service compares with increases in their exports and in real 
economic growth — that is, in indicators of their ability to manage these payments. 





External Debt and Debt Service 





of the Largest Debtors 





Debts, . Debt 


end Service, Growth 1972-76 
1975 1976 (percentages) 

$ billion Debt Ex- Real 

hee oe Service ports GNP 
Brazil zi. 4,56 33. 6 2525 74 
Mexico 14, 3 i. 7% 22.9 16.8 4,6 
Iran 5.9 1.76 14,9 50.0 15,9 
Yugoslavia 5.5 L,39 51.9 Diet 5.9 
Spain 4,5 1.19 34..2 16,3 4,1 
Algeria a8 1,18 45,3 40.6 8.4 
Argentina 4,0 1,16 19,2 19,1 2.0 
South Korea 5.8 1, Ol 2 42.4 12,0 
India 11.8 0,90 8,2 20.4 4,8 
Israel i 9 0. 87 16.6 16.5 3.6 
Chile 3,6 0. 86 55. 1 23.6 -3,0 
Greece 3,6 0.78 31.9 21.0 3.6 
Indonesia 8.9 0.78 48.5 47.9 6.1 
Egypt 5.1 0,74 20. 3 34.4 3,9 
Peru ce 6,55 19. 9 10.9 5.3 
Philippines 2.7 0.52 ao, 4 21.7 7.0 
Taiwan 2.4 0.47 28, 8 28.3 6.5 
Colombia a5 0,37 20.7 24.6 6; § 
Turkey 3,3 0.37 lee TP 7.2 
Pakistan 5% 0. 34 ‘5. 3 21.7 4.9 

Total 20 ‘ » a 

Countries 126.9 22,52 26,3. 27.1 oe 


Average values 


Source: OECD Observer, January 1978, p. 25. 
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The Developing Country 
Debt Problem 


David O, Beim 


[ Debt problems are very different for developing countries that 
have borrowed extensively from private banks than for those 
which cannot do so, When the former become heavily obligated, 
mutually satisfactory arrangements can generally be worked out 
sooner or later with the banks. | 


A great deal of attention has recently been 
devoted to the accumulation of debt by the less- 
developed countries (LDCs), One recent publica- 
tion by Donaldson, Lufkin & Jenrette Securities 
Corporation, estimated that the long-term public 
debt of 86 LDCs (including undisbursed amounts) 
exceeded $200 billion at the end of 1976; and that 
short-term and private debt amounted to another 
$50 billion for a total of $250 billion. Another 
publication, of the Morgan Guaranty Trust Company, 
estimated that the combined long-term, short- 
term, public and private debt of the non-OPEC 
LDCs (not including amounts undisbursed) would 
total $180 billion at the end of 1976, of which $75 
billion was owed to commercial banks. About $45 
billion of this is said to be held by the U.S, banks. 
These figures are generally 20to 25 percent higher 
than comparable figures for 1975; indeed, they have 
been growing at such rates or higher ones since 
1973. For the first time in many years, a large 
number of people have begun to worry whether the 
countries could service all of the debt they are in- 
curring and whether the banking system, particu- 
larly the large, international U.S. banks, could go 
on accommodating their increasingly strained 
financial position, One can reach different conclu- 
sions on this issue by pointing to different factors, 


Mr. Beim is Senior Vice President 
of Bankers' Trust Co,, New York, 
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Those who are relaxed on the subject, including most of the 
largest banks, point to historical experience and case-by-case 
considerations, They note that very few losses have been in- 
curred up to now in LDC lending, though billions have been 
written off in domestic U.S. loans in real estate or corporate 
and personal loans, They note that the debt servicing burden of 
LDCs is proportionately not much greater today than five years 
ago, They show important distinctions within the total figures: 
some of the debt is short-term and self-liquidating; some is 
guaranteed by the Export-Import Bank (Eximbank) or its European 
or Japanese counterparts; much of the balance is guaranteed by or 
loaned to governments in the upper tier of the developing world. 
While certain problem areas can be identified, they are a small 
fraction of the total picture, 


Those who see a gloomier scenario point to future considera- 
tions and macroeconomic trends, In particular, the more-or-less 
permanent annual OPEC surplus amounted to about $38 billion in 
1976; the corresponding deficit falls principally on the non-OPEC 
LDCs --$32 billion in 1976. Although the developed world is a 
larger oil consumer, it balances its accounts through increased 
exports. The LDCs, now important purchasers of those exports, 
are ieft holding the deficit. Borrowing another $30 billion in 1977 
to cover the deficit would increase the $180 billion figure cited 
above by 17 percent, Increments of even 15 percent per year in 
LDC debt cannot be matched by comparable growth in their econ- 
omies, so that events seem to be on a collision course regardless 
of how favorable experience has been so far, 


There are really two problems. The first is the overall im- 
balance and the total indebtedness of LDCs. The second is the 
role of commercial banks, and U.S. banks in particular, in medi- 
ating the imbalance by accepting OPEC deposits and lending to 
LDCs. Some well-meaning proposals envisage solving ihe prob- 
lem through new lending institutions--International Monetary Fund 
(IMF) facilities, governmental "safety nets, '' etc. These may help 
the banks but they do not get to the heart of the matter, which is 
the too-rapid growth of total LDC debt compared with their ability 
to pay. If the total indebtedness gets out of control, all lenders 
could be in trouble, 


LDC Situations Differ 





There are worlds of differences among developing countries, 
One can find parts of Latin America closely resembling Western 
Europe; one can also travel to parts of the world where the poverty 
is extreme and the resources severely limited, Yet all of these 
are referred to collectively as the "less-developed countries, "' 


ty 


The first step toward understanding the LDC debt problem is to 
realize that the poorest countries have very little of the bank debt, 
basically because no bank would lend to them, It happens that 
Brazil and Mexico taken together represent about half of all the 
LDC bank debt outstanding. Nine countries account for more than 
80 percent of such debt, namely: Brazil, Mexico, South Korea, 
Taiwan, the Philippines, Argentina, Peru, Colombia and Israel. 
These countries are quite well along in terms of development, 

The most severe problems occur in countries that have accumu- 
lated debt and do not have the development level to carry it. 


Broadly speaking, one can draw a line between the commercial 
developing countries, which have regular access to commercial 
banks, and the aid-dependent countries which cannot attract much 
bank lending and mainly depend on foreign aid for their capital 
imports, Banks are generally reluctant to get involved in aid- 
dependent countries, In any case these countries would not be 
well served if they could get commercial bank financing, for such 
financing would be for relatively short periods of time and at 
relatively high rates of interest. Aid-dependent countries need 
and should get long-term, low-interest loans through mechanisms 
other than the commercial system, Alternatively, they should be 
given outright grants, When aid-dependent countries announce 
that they are unable to repay their official debts, they are in ef- 
fect saying that the official loans should have been grants in the 
first place, The difference among types of borrowers is mir- 
rored in a difference in type of creditor, About 60 percent of 
all LDC debt is official (government-to-government) debt, gener- 
ally foreign aid loans to countries deemed to need such assistance, 
The other 40 percent is bank debt to countries deemed credit- 
worthy by commercial banks, 








The difference in behavior between commercial countries and 
aid-dependent countries was brought out dramatically by events 
surrounding the UNCTAD IV conference in Nairobi in May 1976. 
In preparation for this meeting, a group of developing countries 
gathered in the Philippines and issued the so-called Manila Dec- 
laration, This document called for: "waivers or postponement 
of interest payments and/or amortization, cancellation of princi- 
pal, etc, of official debt to developing countries seeking such 
relief, In that framework the least developed, the developing 
landlocked and the developing island countries should have their 
official debts cancelled, '' The reaction against this proposal by 
banks and, more significantly, by commercial countries eager to 
maintain their credit standing, was dramatic, The U.N, staff 
paper on policy issues facing the UNCTAD conference greatly 
softened the Manila proposal in response to the strong desire of 
commercial developing countries to dissociate themselves from 
it, There is the real distinction: very poor countries are pres-— 
sing for general waivers of aid repayments, Such countries will 
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always need to feed their people before making debt service payments, 
But the commercial developing countries appear to be resilient 
enough to eventually balance their current accounts, as the developed 
world has generally done, if given enough time, 


To be commercially creditworthy, a country should be in a posi- 
tion to balance its current account within the time frame of the loan, 
i.e,, five to seven years for typical bank loan maturities, This is 
not to say that the current account will be balanced in that time 
frame, but the potential for eventual balance must be visible, This 
is indeed the criterion for distinguishing between commercial coun- 
tries and aid-dependent countries, In the latter category, there is 
simply nothing visible which could possibly redress the balance in 
such a short time frame; therefore these countries ought not to re- 
ceive commercial loans and should instead have long-term loans or 
grants, 





The current account of a commercial developing country can often 
be brought into balance if growth is slowed. Capital goods imports 
account for 30 to 40 percent of total imports in most commercial 
developing countries, (e.g. 33 percent of imports for Brazil, 37 
percent for Turkey and 39 percent for Algeria), Capital goods are 
generally a discretionary import, as opposed to items such as food 
and raw materials necessary to keep the economic machinery running, 
When it is said that creditworthiness depends on the ability to correct 
the current account, this means that growth may have to be curtailed, 
However, some countries are unwilling to slow their rate of growth 
in order to maintain their access to credit. They are developing so 
rapidly that they risk reaching a point of congestion in which the dif- 
ficulty of obtaining enough new loans imperils prompt payment on the 
old loans, The typical problem of the commercial LDC is not poverty 
and stagnation, as in the aid-dependent countries, but excessive bor- 


rowing for too many projects, all of which cannot be implemented at 
one time, 


Choices Facing the Commercial LDCs 





Let us examine closely the possible scenarios resulting from such 
congestion, Here is a list of possibilities: 


(A) The country could attempt to renounce its debts and not pay 
at all. 


(B) The country could begin lagging payments, paying obligations 
behind schedule or sometimes partially. 


(C) The country could warn the banks of impending congestion and 
ask for a rescheduling of debts, 


(D) The country could request new loans for the purpose of 
avoiding a rescheduling, 


It is option A which many people have in mind when they sound 
alarms over LDC lending. The Manila Declaration conjured up the 
vision of LDCs banding together in order to renounce their debts 
jointly. However, this was principally an effort on the part of aid- 
dependent countries; renunciation of bank debt by commercial coun- 
tries seems exceedingly unlikely. There are, of course, some 
situations in which renunciation could happen, such as a commun- 
ist takeover as in Cuba and Indochina, where ties with the Western 
financial community were totally severed following the installation 
of a communist regime, This kind of radical breakcan and has 
caused actual losses, Yet some day, however long it may take, 
these countries may wish to normalize relations with the United 
States. When they do, settlement of these long-defaulted loans 
will be an item on the agenda, so part or all of the loss may in- 
deed be recoverable, 


Short of a total break with the West, debt renunciation is not 
likely to be a workable solution for the over-extended government 
of a commercial LDC, Most governments depend quite totally on 
the international banking system to handle their flow of trade, The 
sale of a country's products abroad can hardly be handled entirely 
on a barter basis; it will require deposits of money, checks, 
transfer of funds, short-term trade credit and other bank opera- 
tions, The banks would surely pursue remedies such as attempt- 
ing to attach assets and products of the country through legal 
channels, The LDCs cannot afford to flout the banks. Indeed, the 
tendency in real life is for the banks and the troubled LDC to draw 
closer together, as we shall see from examples below, 


Option B--lagging payments--might succeed briefly but is at 
best a temporary measure, Furthermore, it damages a country's 
reputation for the longer run, It only postpones the day of reckon- 
ing, and makes the reckoning more severe when it comes, One 
sees this form of behavior principally in the "borderline" coun- 
tries between the aid-dependent group and the commercial group-- 
those which perhaps should not have attracted commercial lending 
in the first place, 


Option C--seeking rescheduling--is a more sophisticated alter- 
native. While banks do not welcome reschedulings, they can live 
with them quite well provided interest is kept current, so that only 
the principal repayments are deferred, Current payment of inter- 
est has characterized the great majority of (but not all) country- 
wide reschedulings during the past 20 years, If interest remains 
current, the loan remains profitable; and the great majority of LDC 
loans rescheduled during the past 20 years have been paid promptly 








as due. Rescheduling is acceptable to the banks because, ina sense, 
banks do not wish to be repaid at all. Bankers would never phrase it 
quite this way, but the fact is that they wish to keep their money work- 
ing. The softness of loan demand in the past year has been a problem 
for most banks, Correspondingly, most corporations and virtually all 
LDCs are more or less permanently in debt, Although the amount of 
indebtedness rises and falls in accordance with the economic environ- 
ment, it is expected that any company or country which is rapidly 
growing will always require some amount of debt financing, 


Banks, however, like to keep a short maturity on their loans, 
For most customers they will offer five years and for certain custo- 
mers they will extend to seven years, but rarely is a commercial 
bank willing to accept a longer payment term, This policy is based 
in the liability structure of the banks themselves, The banks lend 
money which was deposited with them principally as demand deposits 
or relatively short-term deposits, Depositors need to feel that their 
deposit can be withdrawn at will, so the banks require significant 
fractions of their loan portfolio to keep falling due each year to sup- 
ply liquid funds that might be needed. As a practical matter, it is un- 
likely that deposits in the aggregate will be withdrawn or that new loans 
will not be made to substantially the same group of customers, What 
the bank needs is assurance that the borrower can pay back as neces- 
sary. Only if the bank were to doubt that the borrower could repay 
would it be likely to resist rolling forward the loan, It is entirely a 
game of confidence: the depositors must feel confidence in the bank, 
and the bank must feel confidence in its borrowers, If the confidence 
is sufficiently strong, it will never be tested. In banking, as in mili- 
tary matters, the ideal is strength sufficiently great that no one 
would feel the need to test it, 


Because of the need to maintain confidence, the banks would rather 
accommodate option D--a new loan--than any of the other alternatives, 
provided some showing of creditworthiness can be made, The banks 
have no interest in forcing confrontations involving defaults and re- 
schedulings, with consequent shaking of confidence not only in the bor- 
rowers but more particularly in the banks themselves, That was the 
rigid path taken by U.S, banks in the 1930s, with disastrous conse- 
quences for both borrowers and banks, Rather, the banks have learned 
to exercise statesmanship and leadership in helping customers through 
liquidity crises by offering new loans, albeit on tougher conditions. 
This pattern of behavior has applied not only to LDCs but also to domes- 
tic customers during the recent recession, This is one important 


reason why the recent recession did not develop into a full-scale dis- 
aster like that of the 1930s. 


What is the difference between a rescheduling of debts and a new 
loan? It is nearly metaphysical, The economics are the same-- 


money is repaid later rather than now, It is the psychology which 
differs: a rescheduling is a confrontation, an admission of failure, 
an emotional catharsis, while a new loan is business as usual. I 
do not mean to imply that banks make new loans blindly or as a 
cover-up for past sins, Each new loan must be negotiated at con- 
siderable length, and each negotiation is a forum for discussing 
the borrower's financial condition and measures that must be taken 
to improve it, New loans to distressed borrowers are typically 
accompanied by certain conditions or targets which the borrower 
is expected to meet, These may be informal or written into the 
loan agreement, The more distressed the borrower, the more 
aggressive and formal are the conditions likely to be, Finally, 
there is a level of distress beyond which most banks simply will 
not go On any conditions, 


Three Examples 





Three examples drawn from 1976 may help to clarify how these 
principles work out in practice, 


Argentina was near economic and financial collapse when a mili- 
tary government assumed power in March 1976, Wholesale prices 
were rising at a 2,000 percent annual rate, real GDP had fallen 
two percent during 1975, and the 1975 current account deficit had 
reached $1, 3 billion, Foreign exchange reserves were virtually 
exhausted; only a small part of the current account deficit could be 
financed. Commercial banks were not prepared to lend any further 
amounts because of lack of confidence in the economic and financial 
management of the country. Loans outstanding to Argentina from 
U.S. banks, however, stood at more than two billion dollars, None 
had actually defaulted, although it was clear that the situation could 
not continue for long, 


The first instinct of the new government was to try option B to 
gain time; banks were quietly asked to exercise patience and not 
press too hard should some payment delays be experienced, The 
banks, however, wished to regularize any deferral of payments, and 
before long a six-month deferral of payments had been agreed upon, 
Thus the country moved toward option C, It was reluctant, however, 
to face a full-scale Paris Club rescheduling--which it had gone 
through once before in 1962, Moreover, its new Finance Minister 
perceived the advantages of option D. By June he was in the United 
States soliciting additional loans in lieu of rescheduling, The key 
to his success was his comprehensive economic program and its 
full acceptance by the military government, The U.S, banks were 
sufficiently impressed that they granted $500 million of new loans; 
the Europeans quickly followed with $350 million; the Japanese 
loaned $75 million and the Canadians $70 million. 








By the end of 1976, a large current account surplus had been 
recorded, reserves were back up to $2, 2 billion, and some pro- 
gress was made in shaping up the domestic economy, Because 
the government's program seemed so well conceived, the new 
loans carried very few special conditions, The country seemed 
to have passed through its worst point and to be on the road to 
recovery. ‘The speed with which new policies had been able to 
turn Argentina around illustrates the basic resiliency of commer- 
cial countries, 


Peru followed a similar path in 1976, although with some signi- 
ficant differences, It had a current account deficit of $1.5 billion 
in 1975, and had virtually exhausted its international reserves as 
banks became increasingly unwilling to lend further amounts with- 
out economic reform, Existing bank lending to Peru stood at just 
under two billion dollars by mid-1976, The administration which 
came to power in August 1975 attempted to raise $400 million of 
new loans in the spring of 1976, but an impasse soon developed, 
The banks refused to lend without very significant economic im- 
provement; Peru maintained that a rescheduling would be neces- 
sary if new loans were not forthcoming, 





In June 1976 the Peruvian government announced a new econ- 
omic program including a 31 percent devaluation of the sol, higher 
excise taxes, and higher prices for transportation and electricity. 
The announcement of the program was followed by riots in Lima, 
a national emergency, and dismissal of the Prime Minister and 
two other members of the Junta, Nevertheless, the stabilization 
program was maintained substantially intact, In August an agree- 
ment in principle was reached for a $220 million loan froma 
group of U.S, banks, The loan was accompanied by a side letter 
setting down the policy understandings on which the loan was 
granted, including periodic reporting on economic progress, The 
arrangement broke new ground in the field of LDC lending. Not in 
recent memory had the banks been so fully drawn into the policy- 
making process with an LDC, 


This example illustrates vividly the thesis referred to earlier: 
the real risk in LDC lending is not that the countries will walk 
away from the banks, but rather that they will draw the banks too 
deeply into their internal affairs, making them a target of popular 
resentment over conservative economic policies, Such policies 
are not actually "imposed" by the banks; indeed certain technocrats 
in the LDC governments may feel strongly that such policies are 
appropriate and may welcome the presence of the banks (or in 
other cases the IMF) for adopting politically unpopular policies, 
Some local politicians may like having a lightning rod to draw off 
the adverse reaction of the people, But this carries a clear 
political risk to the banks and to the United States generally. 
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Zaire is an even more interesting case, Neither Argentina 
nor Peru actually defaulted in any significant way, Zaire, how- 
ever, began in early 1975 to lag on payments or ignore a number 
of debt service billings, It pressed option B to its limits, Pres- 
sure on the country to normalize its finances built up rapidly 
through 1975 and early 1976 from both banks and creditor govern- 
ments, 





Zaire's problems were deeper and more intractable than 
Argentina's or Peru's, Its per capita income and general level 
of economic development would not have attracted much bank lend- 
ing except for its considerable natural resources, including some 
of the world's richest copper deposits, The economy of the coun- 
try depends heavily on copper mining, particularly for the provi- 
sion of foreign currency needed for imports and for debt service, 
Copper production was severely disrupted by the war in Angola, 
which cut off the Benguela Railway, a major artery to and from 
the copper mining region, The war also drained resources 
directly from the government, which was supporting one faction, 
In addition to this, copper prices fell drastically in 1974 and 1975, 
Finally, the government had embarked on a number of large non- 
productive projects, and had nationalized most of the private 
sector in 1974-75, without having the capacity to operate it. By 
late 1975 the economy was in severe disarray and foreign exchange 
reserves were exhausted, Banks avoided any new exposure and 
were delaying the signing of a previously committed large loan for 
a new copper mine, Then, in early 1976, the shareholders of the 
new mining project suspended further construction and the related 
loan was abandoned, Commercial bank loans to Zaire were 
estimated at about half a billion dollars, 


In the spring of 1976, after more than a year of defaults on both 
principal and interest, Zaire announced an economic stabilization 
plan, conceived in cooperation with the IMF, and requested a 
general rescheduling of its debts, It moved, in effect, from option 
B to option C, The major creditors gathered in Paris, as is the 
custom in such cases, Principal and interest in default to govern- 
ments, or to banks guaranteed by governments, through June 1976, 
was rescheduled over a ten-year period, together with principal due 
in the second half of 1976, Interest due in the second half of 1976 
was expected to be paid currently. A further rescheduling of prin- 
cipal due during 1977 was expected to be discussed during 1977, al- 
though it was hoped that interest payments could remain current, 


The commercial banks were then invited to reschedule on simi- 
lar terms, and to share with the governments in a special fund 
equaling 10 percent of export receipts, which would be set aside for 
service on rescheduled debt, The banks, however, resisted the 
ten-year stretch-out and came up with a different plan: option D, 
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In November 1976 an agreement was reached with four features, 
First, Zaire would bring current all overdue interest to the banks, 
Second, it would make the 10 percent fund available to cover inter - 
est due on bank debt, and also possibly bring principal current in 
due course, Third, Zaire would accept conditions proposed by the 
IMF for its second and third borrowing tranches from the IMF, 
Such conditions are usually considered very stringent, Fourth, 
after the first three steps were accomplished, Citibank agreed to 
use its best efforts to arrange a $250 million new loan, It was 
anticipated that the new loan would be placed primarily with those 
banks already committed to Zaire, whose loans would have to be 
rescheduled if the new loan did not succeed, 


Like the Peruvian arrangements, this was hailed as a new model, 
a pattern for other troubled countries to follow, Rather than aban- 
don financially pressed LDCs, the banks would stick with them and 
show them how to restore their creditworthiness, This was the 
boldest experiment yet in redirecting a country's internal policies, 
The assistance of the IMF in defining appropriate economic policy 
was a key factor, though the IMF may have been somewhat reluctant 
to assume this leading role, [Note: Readers may note that this and 
the other two accounts are not fully up to date; however, the general 
points illustrated here remain valid, ] ; 





Implications For The Next Few Years 





The experience of 1976 has been quite favorable, Crises have 
been deftly handled as they arose: defaults have been consolidated 
into reschedulings, and reschedulings have given way to new loans, 
Only the case of Zaire remains unresolved, If it were not for the 
continuing surplus on the Arabian peninsula, one could see equili- 
brium before long as the world moves out of recession, But unfor- 
tunately, the persistence of the surplus makes it very likely that 
LDCs' debt will continue to grow, in the aggregate, much faster } 
than their ability to carry it, The pressure caused by this imbalance 
will affect the weaker of the commercial LDCs first, but in time is 
bound to cause problems for others, 


The most likely expression of this problem, as noted above, is 
nothing so dramatic as debt renunciation and the collapse of banks, 
Rather, banks will be increasingly reluctant to lend and will put 
greater pressure on the LDCs to slow down their rate of growth 
and initiate austerity programs, Some such austerity may be pru- 
dent management, but stronger doses of it could be dangerous both 
politically and economically, While belt-tightening can be practiced 
by developed countries and perhaps by the wealthiest LDCs, many 
LDCs are on the last notches of their belts already. The riots in 
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Lima following the new austerity program in Peru during 1975, 
noted earlier, are illustrative. More recently, an austerity 
program was announced in Egypt at the instigation of the IMF 
as a condition of a new loan, It involved cutbacks in food and 
fuel subsidies; its announcement was followed by three days of 
rioting in which 78 people died, The austerity program was 
withdrawn following the riots, and the loan went forward on 
softer conditions but,at a smaller amount, There are internal 
political limits beyond which austerity cannot be pressed with- 
out upheaval. 


Furthermore, as noted in a recent congressional staff study, 
reduced LDC demand could have a recessionary impact on our 
U.S. economy. Fewer orders for our own manufacturers 
could in turn reduce U.S, demand for LDC products, and further 
aggravate the LDC current account deficit, The risk, then, is 
that excessive LDC debt will lead to pressu-es by lenders to 
reduce economic growth, and that this will cause political dis- 
ruption and be economically recessionary, This is already 


beginning to happen in a few countries; it could well happen in 
others, 


No problem as large as $200 billion has a single solution, 
Rather, many efferts must be combined to prevent it from getting 
out of hand. Some of these are within the control of OPEC, whose 
high prices have clearly caused the bulk of the present imbalance: 


--The OPEC countries could reduce their prices, Un- 
likely as it may seem today, pressure for relief may 
build from the LDCs, Saudi Arabia shows definite signs 
of understanding the dangerous consequences of ever- 
higher oil prices, 


--The OPEC countries could spend their surplus, In- 
deed, they have by now spent far more than anyone 
imagined possible in 1973, Most OPEC countries not 
on the Arabian peninsula are in balance or slight deficit, 
Saudi Arabia, Kuwait and the United Arab Emirates, 
however, because of their small populations, havea 
clear limit on spending ability. Their growth programs 
are limited by their capacity to implement new projects, 
which now may be nearly reached, 


If the surplus cannot be made to disappear, the next question 


is whether it could be recycled to the LDCs without major U.S, 
banks acting as intermediaries, Here are two possibilities: 


--The surplus countries could lend their surplus 
directly to the LDCs, They would assume direct 
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responsibility for the creditworthiness of the LDCs 
and perhaps acquire greater interest in the 
problems caused to them by higher oil prices, 
However, the surplus countries have shown little 
interest in taking such a risk with their money, 
although they have contributed to a few aid funds. 


--The banks could insulate themselves by accept- 

ing deposits from the surplus countries (or deposits 
beyond a certain limit) only in special subsidiaries 

or consortium banks which could be placed in the 

sole business of LDC lending. While this would 
require an unprecedented degree of self-restraint 

and cooperation among normally competitive banks, 

it would have the effect of segregating LDC risk 

and holding it for the surplus countries' own accounts, 
To be effective, this program would require broad 
support by the governments of the developed countries, 


These measures, if they could be implemented, would definitely 
be constructive, They would ease some of the burden on the banks 
and provide some relief to the LDCs, Perhaps most important, 
they would further draw the surplus countries into the councils of 
nations, giving them a more direct responsibility for the health of 
the world economy. By lending directly to the LDCs, the surplus 
nations may become more keenly aware of the dangers of financial 
imbalance, Like the banks and like the IMF, the Arabs would 
doubtless seek to impose conditions on their lending if, as is likely, 
they wished to protect their surplus, This would have all the politi- 
cal and economic consequences of conditions imposed by other 
lenders; a sharing of the inevitable criticism might be welcome to 
the other aid donor nations, However, extensive lending to LDCs 
directly by certain Arab countries would give them a political wea- 
pon they do not now possess, Some governments might not entirely 
welcome the addition of Arab political-financial power to their al- 
ready awesome oil power, Thus, there are limits to the policy of 
direct recycling away from the banks. 


Various governmental "safety nets", or an expansion of the 
IMF's lending role, have also been proposed to provide additional 
funds for the LDCs, If governments are prepared to contribute 
capital for this purpose, such measures could provide some relief 
to both banks and LDCs. Such relief, however, is likely to be 
temporary. When the funds have been loaned out, we return to 
today's situation except with higher debt levels. Since high aggre- 
gate debt levels are the essential problem, we do not necessarily 
improve matters by making the levels higher yet. 
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There is, however, a policy direction which goes to the 
essential problem and would alleviate it, The United States, 
preferably joined by Germany and Japan, could run a deliberate 
current account deficit designed to partly or fully offset the 
OPEC surplus so that the rest of the world could come more 
nearly into equilibrium, This deficit should not come from buy- 
ing more oil, which would increase the surplus by a like amount, 
Nor should it come from reducing U.S, exports, which would be 
recessionary, Rather, it would have to come from increased 
purchase of goods and services from non-surplus countries, 
which would have a stimulative effect on the international econ- 
omy. This policy, of course, would involve easing many tariffs, 
quotas and other important barriers to U.S,, German and Japan- 
ese imports, It is politically unrealistic to imagine that sucha 
policy could be implemented during a recessionary period, Or- 
ganized labor is currently pressing in the opposite direction, for 
increased protectionism, But a current account deficit is nota 
penalty; it means that we get more goods and services from 
others than we shipto them, Most countries would be only too 
happy to run current account deficits if they did not have to bor- 
row to finance them, The United States would not borrow expli- 
citly but simply accept foreign claims in the form of bank deposits 
or foreign purchase of its Treasury bills and notes, This is the 
benefit of having the U.S. dollar used as the world's principal 
reserve and payment currency, We cannot be both international- 
ists in finance and protectionists in trade, accommodating the 
LDCs' borrowing needs but denying them the means to earn their 
way out of debt by providing us with goods and services, The 
linkage of our banks with developing countries not only makes it 
difficult for them to walk away from us; it also makes it unlikely 
that we could walk away from them, 


[ Extracted from ''Rescuing the 
LDCs," Foreign Affairs, Vol. 55 
No, 4, July 1977, pp. 717-31. 
Copyright© The Council On 


Foreign Relations Inc. , New York. 
Permission required for 


reproduction in any area, | 
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Why the Banks Did It 


Richard S. Weinert 


[ The upward surge of bank lending to developing countries in the 
mid-1970s resulted from increased lender willingness as well as 
borrower demand, While it lasted, banks tended to eclipse the 
IMF's role, but they cannot reliably replace the IMF, ] 


Indebtedness is a two-sided relationship, It 
depends not only on a willing borrower, but equally 
on a willing lender. A closer look reveals that 
LDC indebtedness results as much from the need 
of lenders to lend as from the need of borrowers 
to borrow. In broad terms, we know why LDCs 
borrowed so much: to finance development projects 
and to pay for higher-priced oil and other imports, 
Who were the lenders? Available data are restricted 
to medium-term, public sector debt, but they show 
clearly that the fastest growing source of funds has 
been the private sector, We know that its supply of 
loanable funds was rapidly expanded with the growth 
of OPEC and other deposits, But these need not 
have been directed to the LDCs, 


Four factors, operating together, led the private 
banks to seek lending opportunities in LDCs and to 
expand their loan volume in the mid-1970s: 1) servi- 
cing client needs, 2) defensive expansion to keep 
clients, 3) earnings' growth, and 4) the opportunities 
offered by Eurocurrency markets, If lending were 
simply a response to loan demand (the traditional 
view), it would have begun much earlier, and grown 
much more smoothly. Loan demand certainly was 
there in the 1950s and early 1960s, and it did not 


Mr. Weinert, an investment banker 
specializing in Latin American 
finance, has taught economics at 
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explode as dramatically during 1970-1976 as did bank lending. 
Rather, with a constant high level of loan demand, it was the 

internal dynamics of barks, linked to developments within the 
international financial ystem, that caused lending to LDCs to 
develop when and inth way it did. 


The terms of loans to LDCs have changed, Loan terms es- 
sentially have two components: the interest rate and the dura- 
tion, Low rate, longer-t«rn loans favor borrowers; high rate, 
shorter-term loans favor 1 iders, Interest rates on medium-term 
bank loans are expressed as a margin over the six-month Euro- 
dollar rate, There has been remarkable variation in lending terms 
during 1970-1978, The average duration fluctuated between five and 
12 years, and the margin varied from as much as 2,75 percent to 
as little as 0.625 percent for the same country. Terms became 
more favorable to the LDCs from 1970 to 1973, stiffened from 
1974 to 1976, and have been slowly easing since, 


The traditional view explains variations in terms of lending pri- 
marily as a function of the creditworthiness of the borrower, It 
presumes that banks can and do evaluate this, and that the varia- 
tions in lending terms reflect corresponding changes, Banks do, 
of course, try to evaluate the borrowing countries, Lending limits, 
thought to reflect the creditworthiness of the countries involved, 
are established, But accurate analysis or forecasting is impos- 
sible. Even development economists or professionals at the Inter- 
national Monetary Fund (IMF) or the World Bank can only make 
tentative evaluations on the future course of an LDC's economy. 

So banks' analyses must be quite imperfect, 


A survey by the U.S, Export-Import Bank released in Decem- 
ber 1976, which examined country evaluation systems used by 37 
international banks, confirmed this. The survey found that several 
banks do not have a system at all for evaluating country risk, and 
that only one bank had actually reviewed its analyses by comparing 
its evaluations against repayment experience. This bank found that 
its analyses were poor predictors, Moreover, none of the banks 
used country evaluations to establish interest rates on loans, This 
is not meant to suggest that creditworthiness did not play a role at 
all in the patterns of lending to LDCs, However, like beauty, credit- 
worthiness exists in the eye of the beholder. Criteria were relaxed 
or stiffened, partially in response to the banks! need to lead. There- 
fore, a full analysis of lending to LDCs must take account of both 
the demand and the supply of lending, and see the volume and pattern 
of loans as a result of their dynamic interrelationship., 


One can see how this system worked by examining LDC lending 


in the aftermath of the fourfold rise in oil prices in the fall of 1973, 
As is well known, oil price increases produced a sharp rise in the 
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import bill of oil-importing countries in the developed and develop- 
ing world, Developed countries were able to adjust quickly by 
expanding their exports to members of the Organization of Petro- 
leum Exporting Countries (OPEC), (Despite a substantial deficit 
in 1974, the first full year of higher oil prices, the developed 
countries had balanced their trade accounts with OPEC by 1975. ) 
Developing countries could not adjust as easily, however, and 
suffered sharp and continuing deficits in their current accounts 
(trade plus services, including payment of interest on debt), The 
current-account deficit of non-oil-producing LDCs went from 

about $9 billion in 1972 and 1973 to $26 billion in 1974, and repre- 
sented nearly all of OPEC's surplus for 1975 and 1976. A signifi- 
cant amount of this surplus was deposited with banks through the 
Eurocurrency market, with additional funds going to the same 
banks outside the Eurocurrency market, Therefore, private banks, 
not international agencies, became the major vehicle for recycling 
funds from oil-exporters to oil-importers, 


IMF On The Rebound 





The large role of commercial banks in lending to LDCs led toa 
decline in the role cf the IMF, Since 1974, LDCs have had balance- 
of-payments problems, but the IMF, whose mandate is to provide 
emergency financing in just such instances, did not have sufficient 
resources to do the job, The banks thus replaced the IMF as the 
main source of balance-of-payments financing for LDCs after 1973, 
and potentially could replace the IMF even in assisting a country 
through a balance-of-payments crisis, (In 1976, Peru success- 
fully negotiated with a group of private commercial banks, rather 
than with the IMF,) There are numerous other cases of refinan- 
cing short of rescheduling in which commercial banks reached 
agreements with countries in difficulty, without the IMF playing a 
leading role, } 


Nonetheless, the erosion of IMF influence will be reversed, 
basically because the banks are ill-equipped to replace it. Banks 
have, somewhat belatedly, become acutely conscious of this. 
Peru's 1976 rescheduling with the banks was criticized at the time 
by some who thought the banks had played a role for which they 
were not suited, In early 1978, Peru was negotiating again with 
the banks, but this time only after concluding a deal with the IMF 
in November 1977, 


Banks are no longer expanding lending to LDCs at the same 
pace as in 1975-1976, Early figures indicate that such lending has ) 
declined in 1977, The big expansion of the late 1960s and mid- 
1970s is over, and probably will not recur, because the factors 
that propelled the expansion have receded, The banks' motives 
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for the servicing of international clients, and for defensive 
expansion, have mostly been satisfied. The mood today among 
banks is less toward increasing earnings and more toward pro- 
tecting their earnings, In any case, international earnings have 
already become so important to the largest banks that they are 
seeking growth elsewhere as a precautionary measure, The 
enormous expansion of assets through Eurocurrency lending has 
occurred once and for all, Besides, U.S, bank regulators have 
been pressuring banks about their exposure to LDCs, Thus bank 
lending in that direction has probably reached a plateau, from 
which it will rise slowly, along with the general expansion of 
banking, 


With the banks' new-found diffidence vis-a-vis country risk, 
and general slow international growth, the IMF will play a critical 
role, After the recently completed two years of negotiations with 
OPEC and industrialized countries, the IMF will receive an addi- 
tional $10 billion from them (the Witteveen facility), But the main 
resource of the IMF is its expertise, not its money, As a public, 
non-profit, international agency, it is much better able than 
private banks to play a politically sensitive role, 


The next several years will probably see many balance-of- 
payments crises and debt reschedulings among LDCs. Commercial 
banks will be more prominent among the creditors than in the past, 
However, they are likely to eschew the role they inadvertently as- 
sumed in the last three years, and will probably (a) insist on the 
IMF playing the leading policy role, and (b) make their own parti- 
cipation subject to the borrowing country's conforming to IMF 
prescriptions, (During the Zaire negotiations of 1976-1977, the 
banks insisted on more favorable rescheduling terms than official 
creditors, and agreed to refinance debt only after Zaire complied 
with IMF recommendations, ) 


It might not be like the 1950s when the IMF was alone at the 
negotiating table with a country in trouble; now the table will be 
larger and more crowded. But greater deference to the IMF by 
the banks will restore it to a position of power and influence, with 
more resources riding on its decisions, 


[ Extracted from Foreign Policy, 
No, 30, Spring 1978, pp. 143-48. 
Copyright © Carnegie Endowment 
for International Peace, ] 
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Are the LDCs in Over Their Heads ? 


Harold van B. Cleveland 
W. H. Bruce Brittain 


[ Two officers of one of the largest banks engaged in international 
lending explain the banking considerations involved in loans to 
developing countries, They conclude that the chief reason for the 
recent debt accumulation was the 1974-75 recession, which is a 
temporary condition, ] 


Since 1974--when the oil crisis hit and the world 
recession began--a number of developing countries 
that do not export oil (non-oil LDCs) have been bor- 
rowing heavily in the international credit markets, 
Surprisingly, private banks, not international agen- 
cies like the International Monetary Fund (IMF) and 
the World Bank, have underwritten most of this mas- 
sive debt buildup (see Table I). And this shift from 
traditional to non-traditional sources of financing, 
along with the sheer magnitude of the borrowing, has 
led to criticism of private banks for their handling of 
the situation, Banks, it is said, have overextended 
themselves in lending to LDCs, They have made bad 
loan decisions and are now being forced to absorb 
still more LDC debt in the hope of salvaging earlier 
credits, Major U,S, and European banks will there- 
fore experience large losses on LDC loans, which 
would lead to a general financial crisis, To forestall 
that danger, official agencies should intervene to help 
reschedule loans, Henceforth, private bank lending 
abroad should be subject to closer official supervision 
and, in many cases, public lending should supplant 
private lending, 
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These criticisms and proposals raise two basic questions, The 
first is whether banks have acted prudently in lending to developing 
countries, evaluating risks reasonably and taking steps to protect 
shareholders and depositors from loss, The second question is 
what caused the explosive rise in demand for foreign loans by 
LDCs during the last three years, If the causes are persistent 
and LDCs continue to incur debt as rapidly as in the last three 
years, many of them may eventually have trouble servicing their 
debts. But if the causes are temporary, borrowing by LDCs will 
decline from present levels and most LDCs should be able to meet 
their obligations without difficulty, This essay sketches the broad 
outlines of the debate on these issues, and gives our reasons for 
believing that the extraordinary surge of demand by LDCs for 
foreign loans is a temporary phenomenon and that private banks 
have behaved rationally and prudently in responding to it, 


Banking Considerations In Lending Decisons 





Evaluating risk is the business of banking, and a good banker is 
one who judges well and truly the degree of risk in a particular loan 
or class of loans, The "country risk" of lending to developing 
countries is the probability that an LDC may be unable to service 
its foreign debt at some time in the future, Country risk may be 
measured in several ways. We prefer a comprehensive indicator, 
such as the ratio of outstanding foreign debt to national income or 
GNP, which focuses attention on the size of the debt relative to the 
total flow of resources out of which it must be serviced, Of course, 
a country's creditworthiness cannot be judged simply by reference 
to this or any other statistical ratio, A low debt-to-GNP or debt- 
service-to-exports ratio might mean high rather than low risk if the 
low ratio reflected the country's past inability to borrow, Credit- 
worthiness depends more fundamentally on intangible factors such 
as the government's political stability, and its will and administra- 
tive ability to divert resources from current consumption and 
investment to meet its foreign obligations on schedule, The latter 
is principally a matter of the government's general economic man- 
agement and more particularly of its fiscal, monetary and exchange- 
rate policies, An overly expansive domestic monetary policy, due 
perhaps to an overly ambitious development program, accompanied 
by a fixed exchange rate, will cause a country to lose reserves and 
its credit rating to fall, even if its existing debt burden is low, On 
the other hand, a country with a high foreign debt burden, objec- 
tively measured, will be a "good risk'' if lenders expect the econ- 
ornic authorities consistently to give a high priority to keeping the 
country's overall payments in equilibrium or surplus, 


On balance, it is clear that the perceived risk of lending to 
LDCs has increased since 1974, As we see in the accompanying 


21 








Table I 





TOTAL LONG-TERM PUBLIC AND PUBLICLY GUARANTEED EXTERNAL DEBT 


OF SELECTED DEVELOPING COUNTRIES* 
(billions of U.S. dollars) 





tion), 








End — 1973 End — 1974 End — 1975 End — 1976 
Total Owed to Total Owed to Total Owed to Total 
Debt Banks Debt Banks Banks Debt 
Latin Amenca 
Argentina 2.89 .66 3.35 .63 3.16 S52 4.20 
Brazil 6.92 2.60 9.30 4.40 11.50 5.80 15.00 
Chile 3.04 51 §.78 55 4.00 50 4.20 
Colombia 1.94 22 2.12 .26 2.36 37 2.70 
Mexico 5.42 2.36 8.08 4.24 11.25 6.66 14.00 
Peru 1.44 56 2.07 95 2.67 1.34 3.30 
Asia 
China, Republic .96 .05 1.16 14 1.69 42 1.90 
of 

Korea 3.20 31 3.98 .64 5.23 1.00 6.20 
India 10.40 .03 11.24 O01 11.88 .02 12.20 
Pakistan 4.30 .06 4.52 .08 4.89 li 5.50 
Philippines 81 .22 1.03 .28 1.28 32 1.80 
Thailand 44 01 51 .02 .62 05 .80 
Africa 
Egypt 1.73 19 3.89 1.08 6.31 1.21 7.30 
Tanzania 46 .02 61 .02 .79 01 .96 
Zaire 89 Al 1.31 .66 1.68 89 1.90 
Zambia 57 23 .68 21 95 35 1.20 
Total of above countries 45.41 8.44 57.58 14.17 70.26 19.57 83.66 
Others 11.89 1.21 15.82 3.03 20.24 4.53 26.34 
Total, 71 non-oil 57.30 9.65 73.40 17.20 90.50 24.10 110.00 


LDCs 





source: World Bank and Citibank estimates. 

* Debt contracted by the public sector of the borrowing country or by a private borrower with the guarantee of the public sector 
i ear, repayable in foreign currency, goods or services. Such debt encom- 
it. By definition, it excludes all short-term credits and all iong-term non- 
guaranteed private borrowings. Adding these credits to long-term external public debt brings the total debt of 71 non-oil LDCs 


with an original or extended maturity of more than one 
passes the bulk of a country's external debt, but not all o 


poo porns | at the end of 1976 to somewhere around $160 billion. Data on public and publicly guaranteed debt are collected 


and publis 
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ed by the World Bank. Unfortunately, the data on the other types of debt are neither as reliable nor as comprehen- 
sive as those of the Worid Bank and are therefore of only limited value. 


table, in the last three years, the net foreign indebtedness of the 
16 non-oil LDCs that have done most of the borrowing grew at an 
annual rate of 15 percent, in real terms (i.e., allowing for infla- 
In the same period, these same countries! combined real 

GNP grew about 4,5 percent per annum, Thus their external debt 
has been growing faster than their capacity to carry it, which 


raises the question of what private international lenders have done 
to protect themselves, 





Banks respond in two ways to a change in the perceived risk 
of lending to a particular class of borrowers, On the one hand, 
they vary their interest charges on loans in accordance with dif- 
ferences in risk, as judged by the market, On the other hand, 
they diversify their portfolios so as to avoid the possibility that 
the failure of an important group of borrowers--those located in 
one LDC, for example--to meet payments on schedule would in- 
volve a substantial loss relative to the lending bank's capital. 

To this end, banks establish "country limits''--limits on the total 
amount of credit they will allow to be outstanding to borrowers in 
a particular country, 


Commercial banks, like other financial intermediaries, exist 
for the purpose of assuming credit risks that their depositors 
would be unwilling to assume individually. To carry on the func- 
tion of intermediation and risk-bearing, banks must charge bor- 
rowers a markup over the cost of funds (i, e, an interest rate 
higher than the costs incurred by the banks in obtaining funds for 
lending, including the interest rates they pay to their depositors), 
which includes a risk premium, The premium, or additional 
interest rate, is analogous to the premium paid for an insurance 
policy. Its economic function is to provide an additional stream 
of earnings which a bank may draw on to compensate losses, 


The credit judgments that underlie the rates at which banks 
are willing to lend are market judgments. Each lender makes 
his own decision whether and how much to lend; but it is the 
collective judgment of the market that determines the rate the 
borrower pays. Lending officers usually deal in risk categories: 
they do not normally vary the rates they charge on the basis of 
individual borrowers' risk characteristics; nor do they make a 
loan they consider risky simply because a would-be borrower 
may be willing to pay more than the going rate for a borrower 
in his class, If the risk appears higher than normal, the bank 
will cut back the amount or repayment period of the loan or re- 
fuse the loan entirely. The rates charged the various classes of 
borrowers, including the risk premia they contain, are determined 
by competition and arbitrage in credit markets--a process which 
is not consciously controlled by individual lenders and borrowers, 
The underlying judgment the market makes is that the total amount 
of premium which a bank with a normal loan portfolio will receive 
will be sufficient over time, in the circumstances most commonly 
expected to prevail, to compensate for earnings the bank foregoes 
due to deferred payments of interest and principal. 


From these considerations it seems to follow that an interna- 


tional bank with a loan portfolio that is relatively normal in its 
distribution among classes of borrowers will probably be adequately 
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cushioned against the loan losses it will occasionally incur, This is 
true at any rate in the absence of a general economic catastrophe, 
such as a prolonged world depression, which falsifies fundamentally 
the expectations that underlie the market's assessment of risks, 


The bulk of bank lending to non-oil LDCs during the last three 
years has consisted of Eurodollar or other Eurocurrency term 
loans provided by syndicates of U.S, and European banks, Such 
loans are customarily "floating-rate notes, '' priced by charging the 
borrower the current cost of Eurocurrency funds to the lending 
banks--that is, the London interbank offering rate (LIBOR) at the 
beginning of each payment period--plus an additional percentage, 
known as the "spread over LIBOR.'"' [ Note: it should be noted that 
the LIBOR rates can go up or down ‘during the repayment period. |] 
The spread varies to some extent with the country's debt-to-GNP 
ratio, While factors other than credit risk also cause spreads to 
vary among countries, this implies that loans to countries with 
higher debt burdens were seen by the market as presenting a some- 
what greater risk of loss, 


The banks' evaluations of the risks of lending to particular LDCs 
increased after 1974: that is, for given country ratios of debt to 
GNP (rising at the time) the values of the spreads over LIBOR were 
generally higher in 1975-76 than in 1974, Evidently, the deepening 
recession caused lenders to modify earlier credit judgments and to 
require more insurance against risk of default, While the size of 
the risk premium contained in the rates charged LDC borrowers is 
often only a fraction of a percentage point, when it is multiplied by 
the principal amount of all the loans involved it yields a substantial 
addition to a bank's earnings stream, and this serves to insure the 
bank's capital and its depositors against loan losses, 


Banks have also protected their capital from the risks of lending 
to non-oil LDCs by avoiding undue concentration of their total lend- 
ing in any One country, and in the non-oil LDCs as a group, by means 
of country and regional limits. In addition, they have obtained special 
guarantees on some LDC loans from private firms or public agencies 
located outside the borrowing country. Based on data published by a 
subcemmittee of the Senate Committee on Foreign Relations, 21 larger 
U.S, banks that account for nearly all the foreign lending had each 
invested over one-third of their consolidated assets in foreign coun- 
tries at the end of 1975, More than one-quarter of these credits went 
to non-oil LDCs, or roughly 10 percent of the 21 banks' total assets, 
No single LDC accounted for more than 2,5 percent of the total, The 
major part--some 75 percent--of the loans to non-oil LDCs were 
either covered by the guarantee of a U.S. government agency ora 
large U.S, firm or were short-term credits (less than one year) or 
credits in local currencies, In other words, only one-quarter of the 
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loans to non-oil LDCs were term loans in U,S, dollars or other 
strong currencies, without special guarantees, At year-end 1975, 
such unguaranteed term loans to non-oil LDCs totaled $10 billion, 

or 2,5 percent of the 21 banks' total assets, Comparable figures 

for 1976 are not available for a large group of U.S, banks. However, 
at the end of 1976, Citibank which accounts for about one-fifth of 
total foreign lending by U.S. banks, had $3.5 billion of term loans 
payable in strong currencies, without special guarantees outstand- 
ing to non-oil LDCs--a figure equal to 5,7 percent of the bank's 

total assets, 


It is important to observe that in recent years loans to LDCs 
have normally been made to, or guaranteed by, the government of 
the borrowing country. Governments that expect to continue to 
borrow for development purposes do not repudiate their obliga- 
tions, A default, if it occurs, is likely to involve at worst a 
temporary suspension of payments on interest and principal, until 
a rescheduling of principal payments can be arranged, More typi- 
cally, no technical default occurs (no payments are missed); the 
borrowing government simply requests the lenders to spread repay- 
ments of principal over a longer period. Thus, default or reschedu- 
ling does not mean that the total value of the loan is forfeit, The 
loss is only the opportunity cost of having to wait for interest and 
for a fraction of the principal until a settlement is reached and pay- 
ments are resumed, And if there is no actual default, but only a 
rescheduling, there is no out-of-pocket loss to the lender. His 
detriment is only having to extend a doubtful credit for a longer 
period. 


Debate on the Current Outlook 





However successful banks have been in meeting LDCs' credit 
needs during the last three years, the future remains uncertain, 
That is why the key question in the LDC debt debate is not how 
banks have behaved so far but what conditions they will encounter 
in the future, To answer this question we need to know why the 
debt buildup occurred, and whether the causes will continue una- 
bated in the future, 





It is generally agreed that the rapid rise of LDC debt was due 
to a combination of three factors: the oil-price hike; the recession 
in the industrial countries; and overly expansive domestic policies 
followed by some LDCs, But there is no agreement on the rela- 
tive importance of these factors, Some people believe that the 
main cause was the increase in the price of oil decreed by the 
Organization of Petroleum Exporting Countries (OPEC), Since the 
real price of oil is unlikely to fall, it is argued that many non-oil 
LDCs will continue to borrow heavily until their debt burden reaches 
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the point where they are unable to service it, Another and more 
hopeful view is that the buildup of LDC debt can be traced mainly 
to causes that are temporary and self-limiting. According to this 
view, the primary cause was the severe cyclical recession and 
slow recovery in the industrial countries, The oil-price hike was 
a less important factor, and most of its effect on LDCs' foreign 
borrowing was also temporary. Still another view is that the debt 
problem reflects a failure of many LDCs to "adjust" their domestic 
policies so as to reduce their payments deficits, To resolve the 
debate, an analysis of the LDC debt problem must attempt to deter- 
mine the relative quantitative importance of the oil-price rise, the 
recession, and domestic policies in LDCs as causes of LDC bor- 
rowing, both in the past and in the future. We have tried to answer 
these questions with a simple statistical model, whose results are 
summarized below, 


First, however, we will state briefly how each of the factors con- 
tributes to developing countries' balance-of-payments deficits and 
foreign borrowing needs, With regard to development finance, 
developing countries normally import more goods and services than 
they export--i.e., they have deficits in their payments balances on 
current account--and finance the difference by importing capital 
from industrial countries in the form of aid, direct investments and 
loans, The abundance of savings relative to investment opportunities 
in advanced industrial countries and the oppositie condition in devel- 
oping countries--a relative scarcity of savings--causes this flow of 
capital from developed to developing countries under normal conditions, 


Economic conditions in recent years have been far from normal, 
however. Developing countries have been whipsawed by the 1972- 
73 boom, the fourfold increase in oil prices in the winter of 1973-74, 
and by the recession, The boom temporarily strengthened LDCs' 
international payments, But, by temporarily accelerating their econ- 
omic growth and raising their imports, it set them up for the one-two 
punch that followed: the oil-price rise and the deep and prolonged 
recession in the industrial countries, 


The oil price rise was like the imposition of a heavy tax on the 
income of oil-consuming countries, for the benefit of oil-producing 
countries, The LDCs' share of this income loss amounted to about 
$10 billion in 1974, or 2,5 percent of their combined GNPs; the pro- 
portions in 1975 and 1976 were similar, An oil-importing country's 
situation in 1974 may be compared to that of a family whose income 
has been curtailed unexpectedly and permanently when the breadwin- 
ner's wages are reduced, The family's savings will be liquidated and 
loans negotiated to ease the transition to a lower standard of living. 
But cash reserves are limited, and the family's debt rises; emergency 
borrowing is a temporary expedient, Sooner or later the family--or 
its banker--will call the borrowing to a halt, and spending will be cut 
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back, When the transition to a lower living standard is complete, 
the family's net worth will be lower by the amount of savings spent 
and additional debt incurred, This loss of wealth is the price paid 
to ease the transition, 


Booms and recessions in the industrial world, In aboom, when 
output in the industrial countries rises faster than its trend rate of 
growth, LDCs' normal current account deficits diminish, Likewise 
in a recession, when the growth of output in industrial countries 
falls below trend, LDC's current account deficits grow larger, This 
happens because the developing countries' exports go mostly to in- 
dustrial countries, and consist in large part of tropical foodstuffs 
and industrial raw materials for which industrial countries' demand 
is highly responsive to changes in income, On the other hand, 
LDCs‘ demand for imports, which comes mostly from industrial 
countries, is a good deal less responsive to changes in LDCs' 
income, In the 1974-75 recession, the growth of income in the 
industrial countries slowed down about a year earlier than in the 
developing countries, The recession in the industrial countries 
was also considerably deeper than inthe LDCs, Asa result, the 
cyclical deterioration in LDCs' current account balances was un- 
usually large and prolonged, In 1977, however, LDC current 
balances improved, and reserves were increasing, 





In sum, our analysis suggests that the preponderant cause of the 
non-oil LDCs' large current account deficits and heavy foreign bor- 
rowing during the last three years was the recession, The price 
of oil also made an important contribution at the beginning of the 
period, It must also be recognized that LDCs' current account 
deficits and borrowing requirements in this period were being 
steadily enlarged by world inflation, which averaged 8,9 percent a 
year in 1974-76 (in terms of U.S. dollar prices), and by a rising 
inflow of capital for normal development purposes, 





Statistical model, These conclusions about the causes and prob- 
able duration of LDCs' current account deficits and foreign borrow- 
ing are based in part on a statistical model, We could find only ten 
non-oil LDCs--Argentina, Brazil, Chile, Colombia, Costa Rica, 
Jamaica, Korea, the Philippines, Taiwan and Thailand--where 
relevant data covered the whole period 1965-74, Since any shorter 
time period would have greatly reduced the reliability of the results, 
we decided to limit the study to those ten countries, We cannot be 
absolutely sure, then, that our generalizations would apply to LDCs 
other than the ten chosen, However, at the end of 1976, the coun- 
tries in our sample accounted for more than 56 percent of the out- 
standing foreign debt of 71 non-oil LDCs, and for a still higher pro- 
portion of LDC debt owed to private banks, For these ten countries 
we found, not surprisingly, that borrowing for normal development 


27 








purposes accounted for only 10 to 15 percent of the deterioration in 
their current account balances from 1973 to 1975, The increase in 
the price of oil contributed about 30 percent of the deterioration be- 
tween 1973 and 1974 but only 10 to 15 percent of the deterioration 
between 1973 and 1975. Thus, the recession in the industrial coun- 
tries bears the brunt of the explanation, The recession explains over 
55 percent of the deterioration from 1973 to 1974 and nearly 75 per- 
cent of the deterioration from 1973 to 1975, 


The model was also used to make a projection of the current 
account deficit (and therefore of the need for foreign financing) in 
the year 1980. This projection was based on the assumptions that 
GNP in the industrial countries (members of the OECD) will grow 
six percent per year in real terms from 1977 to 1980, that the price 
of oil remains constant in real terms and that inflation in U.S, dol- 
lar prices will be six percent per year, The result was a projected 
current account deficit for the ten countries in 1980 of about $15 
billion, most of which is accounted for by normal development needs, 
If anticipated future inflation is allowed for, the projected 1980 
deficit would be reduced to $10 billion in 1975 dollars. Such a deficit 
in the sample countries may be compared with the peak deficits of 
$10.8 billion and $12,2 billion, respectively, in 1974 and 1975. 


Thus, the model appears to support the conclusions that LDCs' 
current deficits and foreign borrowing needs will decline in real 
terms from 1977 on, Since developing countries will continue to 
grow, it follows that the LDCs' outstanding foreign debt will tend 
to decline relative to their GNPs. If so, worries about the LDC 
debt problem in an aggregate or overall sense should soon fade, 


LDC Adjustment Policies, So far in this discussion we have at- 
tributed none of the LDCs' foreign borrowing to their economic 
policies, Our model suggests that for the "representative LDC," 
this factor does not have much weight. The model includes a var- 
iable that measures the effect of domestic economic policies in 
LDCs on their current account balances, but this policy variable had 
no statistically significant effect on the current account balances, 
This finding is of considerable interest, It contradicts a widespread 


opinion to the contrary, which we also shared before making the 
analysis, 





During a world recession, a large developing country could main- 
tain a higher rate of real growth, and suffer less unemployment, by 
following an expansive monetary policy, if it is willing to sacrifice 
foreign exchange reserves, As an alternative to spending its re- 
serves, the government of a large country can support the currency 
by official borrowing abroad--or by offering special incentives to 
domestic banks and enterprises to do so, Among the non-oil LDCs, 
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Mexico, Brazil, the Philippines and Korea appear to have 
followed highly expansive monetary policies along with fixed 

or supported exchange rates at one time or another during 

the last few years, They did so for various reasons, In 
Mexico's case, this policy began as early as 1971 and was a 
consequence of President Echevarria's ambitious development 
and reform goals, In Brazil, Korea and the Philippines, an 
expansive policy was mainly a response to the external shocks 
of the last three years, It was an understandable effort to 
cushion the impact of world recession and the price of oil on 
domestic economic growth and employment, Of these four 
countries, only Mexico undertook official or officially induced 
borrowing on a large scale, to avoid a decline in official re- 
serves, The Korean authorities also did some balance-of- 
payments borrowing during 1974, In Brazil and the Philippines, 
the main consequence of expansive monetary policy and support 
of the exchange rate was to reduce official reserves--and per- 
haps to increase the perceived risk of lending to these countries -- 
rather than to increase foreign borrowing, 


Be that as it may, the pressures exerted by the international 
markets for bank credit and foreign exchange now appear to have 
persuaded these four governments to reduce domestic money 
growth and to allow their exchange rates to respond more fully 
to the forces of the market, In Korea's case, the policy shift 
came more than two years ago and resulted in a large gain in 
reserves in 1975 and 1976, Inthe other countries, the author- 
ities are moving, or have already moved, to slow domestic 
monetary expansion, to devalue or reduce support of the ex- 
change rate and, in Mexico's case, to scale down official or of- 
ficially induced borrowing. 


Implications 





Diagnosis is prescription, People who believe that LDCs' 
indebtedness will continue indefinitely to rise, faster than the 
debtor countries' capacity to service debt, advocate a general 
restructuring of existing public and private debt under interna- 
tional auspices, Those who believe that the debt buildup was 
the result of banks' eagerness to expand foreign loans, at a time 
of slack loan demand, propose more official surveillance of bank 
lending abroad, Those who attribute a large part of the debt toa 
failure of "balance-of-payments adjustment" on the part of LDCs 
want the International Monetary Fund to intervene more actively 
in LDCs' policymaking, Some also recommend a slowdown of 
economic growth as a remedy for LDCs' payments problems, 
And there are those whose misgivings about the rationality of 
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private lending decisions lead them to the extreme conclusion 
that private banks should withdraw from longer term lending to 
LDCs, leaving that function to public agencies such as the World 
Bank, 


The preceding analysis lends little support to such proposals, 
We have shown that recession was the chief cause of debt buildup 
and that, as recovery in the industrial world continues, aggregate 
borrowing by developing countries will decline in real terms, 
Thereafter, LDC borrowing will consist for the most part of 
normal development finance augmented to some extent by the long- 
run consequences of higher oil prices, Proposals for general 
rescheduling or refinancing of LDC debts, which assume that the 
debt-service burden must inevitably reach unmanageable propor- 
tions, are founded more on fear than on sound analysis, 


The burden of LDC debi, measured as a proportion of GNP, has 
been ratcheted up by the traumas of the early 1970s, But even in 
the case of the 15 or 20 countries that have done most of the bor- 
rowing, the burden so measured appears to be bearable except 
in the case of a few, It is noteworthy, too, that the great bulk of 
the LDC debt is owed by the larger, more advanced countries, 
which are better able than smaller less-developed countries to 
hold back domestic consumption and investment to make room for 
debt-service payments, Nor does it appear that banks generally 
have been imprudently eager to expand their foreign loans, Ina 
more positive vein, if U.S, and European banks had not responded 
when LDCs' demand for credit rose so swiftly in 1974 and 1975, 
those countries would have suffered far more severely than they 
did, Foreign borrowing allowed many countries to absorb the oil 
and recession shocks with relatively small losses of output and 
employment, 


[ Extracted from Foreign Affairs, 
Vol. 55 No, 4,, July 1977, pp. 732- 
50. Copyright© Council on 


Foreign Relations, New York, 
Permission required for 


reproduction in any area, | 
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Debt Servicing Capacity and 
National Policy 


[In Part I of this article, a method of estimating a country's 
ability to service foreign debts (i.e. to make payments for 
interest and amortization) is developed; debt servicing capacity 
is defined as a low probability of defaulting or requiring a 
rescheduling of debt payments, In Part II, this formula is used 
together with a macroeconomic growth model to explore the 
effects on debt servicing capacity of remedial policies such as 
reduced growth targets, higher savings, and export promotion. ] 


I. MEASURING DEBT SERVICING CAPACITY 





Gershon Feder and Richard E, Just 


The debt servicing capacity of borrowing coun- 
tries is undoubtedly a subject of interest and concern 
for international lending organizations and institu- 
tions, Quantitative knowledge of the importance of 
determinants of debt servicing could also be useful 
for borrowing countries in formulating policies which 
affect their determinants, and thus their credit 
availability and default probability. The possibility 
that the borrower will fail to repay all agreed princi- 
pal and interest can be seen as depending on his 
ability to honor financial obligations, Much discus- 
sion has focused on determining the economic vari- 
ables which should be considered in making projec- 
tions regarding the development of the borrower's 
performance, but most of this work has provided 
only verbal arguments for considering one variable 
or another, Frank and Cline, however, investigated 
the quantitative importance of indicators in determin- 
ing default probability. Their results indicate that 


Mr, Feder is an economist with 
the World Bank; Mr. Just is 
Associate Professor of Agricul- 
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the debt-service ratio, the debt-amortization ratio, and the ratio 
of imports to reserves are important determinants of debt ser- 
vicing capacity. [See Development Digest, January 1970, p. 102.] 





The present study is an attempt to improve upon the methods 
offered by previous studies for analyzing debt servicing capacity. 
Logit analysis is used instead of discriminant analysis because it is 
a method specifically developed to deal with the binary-valued, 
dependent-variable case, Each observation belongs to one of two 
possible populations: default or nondefault, While discriminant 
analysis assumes two completely different populations, the logit 
approach assumes a discrete 'event' takes place after the combined 
effect of certain economic variables reaches some threshold level, 
It makes more sense to claim that, in a specific period, the country 
was pushed beyond a critical level, leading to a debt rescheduling, 
than to claim that the country suddenly became a member of another 
species, The predictive performance of the estimates is quite good 


as there are only 6 to 11 errors in predicting default or nondefault 
with 238 observations (see below), 


Indicators of Debt Servicing Capacity 





Nine economic indicators of debt servicing capacity are used in 
the analysis, The first variable considered is the debt-service 
ratio, i,e, the ratio of debt service to exports, (Debt service in- 
cludes payments for interest and amortization, ) This ratio is one 
of the most common rules of thumb for credit-worthiness evaluation: 
a high ratio, indicating a heavy burden on the country's resources, 
is supposedly related to a higher risk of default, Since debt service 
is a fixed obligation, any shortfall in foreign exchange earnings must 
be offset by exchange reserves or import reductions, -As a balance 
against fluctuations caused by factors beyond the control of the econ- 
omy, one may consider flexible elements in the balance of payments 
that are controlled by the government within some limits, Foreign 
exchange reserves, for instance, serve as a buffer against exchange 
earnings fluctuations, In order to have comparable measures among 
countries, it is common to consider a reserve/imports ratio (or an 
imports/reserve ratio), With a larger ratio of imports to reserves, 
one expects lower debt servicing capacity. 








A third variable is the average maturity of debt, measured as the 
ratio of outstanding debt to current amortization, The argument is 
that a predominantly long-term debt implies that debt service burden 
cannot be alleviated in the short run by reducing the amount of bor- 
rowing. It has also been suggested that capital inflows should be 
taken into account in the short run, Capital flows--in the form of 
loans, grants, direct investments and transfer payments--are an 
important source of foreign exchange receipts which can be used for 
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debt service, Hence, higher capital inflows should be associated 
with lower default probabilities. To include capital inflows, one may 
define a ratio analogous to the debt-service ratio--i, e, the ratio of 
debt service payments to capital inflow, 





Given the difficulty of calculating a reasonable measure of com- 
pressible imports and the need to have some measure of dependency 
on imports, another possible variable is the ratio of imports to 
Gross National Product (GNP). In many developing countries, es- 
pecially those which have undergone an extensive process of import 
substitution (like many in Latin America), a substantial part of im- 
ports is capital and intermediate goods, Thus, a large share of im- 
ports in GNP reflects a degree of rigidity since a substantial cut in 
imports implies a considerable level of unemployment - a cost not 
easily accepted. Therefore, it seems that a higher import/GNP 
ratio would lead to higher probability of default in the short run, 
Turning to a somewhat longer time horizon, the growth of the ex- 
port sector is considered to be an important element in debt serv: 
cing capacity since, if the economy is not stagnating, its import 
expenditures (and, very likely, its debt servicing obligations) are 
bound to increase, A growth of exports is thus necessary for count- 
ering these developments; a country with a high rate of export 
growth is less likely to default or ask for rescheduling than other - 
wise, A related variable, higher export fluctuations, should also be 
associated with higher probabilities of a balance-of-payments crisis 
and, hence, higher default probabilities. For example, a country 
exporting primarily agricultural commodities subject to periodical 
crop failures may be regarded, ceteris paribus, as having a lower 
debt servicing capacity, 














In the long run, it has been argued, one of the most important 
factors affecting debt servicing capacity is the growth of per capita 
domestic product, Increasing per capital output provides additional 
resources for both debt service and increased consumption; one 
would expect an improving debt servicing capacity and a declining 
probability of default. Similarly, the level of per capita income may 
affect either short-run or long-run debt servicing capacity. A higher 
level of income implies higher levels of non-essential consumption 
(both private and public), which allows the government more flexibil- 
ity in releasing resources for debt service payments and, hence, a 
lower probability of default, 











Empirical Results 





In the present study, the unit of observation used is one year's 
experience for one country, either defaulting or not, A "default" 
is considered broadly as any case in which public or publicly guar- 
anteed payments to lending institutions are delayed or rescheduled, 
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with or without the consent of creditors, For cases where a re- 
scheduling agreement was arranged after service difficulties were 
already apparent, a default is assumed to have taken place in the 
year in which significant arrears occurred, In cases where an 
agreement was reached ahead of time, the default date is assigned 

to the year in which payments were first deferred. However, it is 
still difficult to pinpoint dates precisely because rescheduling is more 
a process than an event, and in some cases full details are not pub- 
licly known, Therefore, no observations are included for nondefault 
cases relating to a country which had previously defaulted unless 
several years (at least two) are omitted between the two observations, 
Countries which have rescheduled several times in a row may be 
treated as different default cases unless data are not available to dis- 
tinguish between two successive reschedulings, 


Table 1 lists the debt rescheduling cases in the series along with 
the year that was assigned as a default date, The period of time 
that was covered is 1965-1972; data relating to previous years were 
not available from public sources, In total, there were 21] observa- 
tions on default involving 11 countries, Table 2 lists the additional 
217 nondefault cases included in the sample for the years 1965-1972, 
The sample thus consists of 238 observations from 41 countries and 
is rather comprehensive, For example, in 1972, the countries in- 
cluded account for 85 percent of the total outstanding debt for all 
developing countries, Data for the independent variables were com- 
piled from various International Monetary Fund, World Bank, and 
United Nations publications, 








Table 1 
Rescheduling, 1965-1972. 

Country Year Country Year 

(1) Argentina 1965 (12) Uruguay 1968 

(2) Chile 1965 (13) Ghana 1969 

(3) Turkey 1965 (14) India 1969-70 

(4) Uruguay 1965 (15) Peru 1969-70 

(5) Indonesia 1966 (16) Indonesia 1970 

(6) Yugoslavia 1966 (17) Ghana 1970 

(7) Egypt 1966-67 (18) Turkey 1970 

(8) Ghana 1966-68 (19) Pakistan 1971 

(9) India 1968 (20) Chile 1972 
(10) Peru 1968 (21) Ghana 1972 
(11) Turkey 1968 
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Table 2 


Nondefault country 
years included in the logit analysis. 








Country Years Country Years 
(1) Bolivia 1966-1972 (17) India 1965-1966 
(2) Brazil 1968-1972 (18) Iran 1965-1972 
(3) Burma 1966-1968 (19) Iraq 1965-1971 
(4) Chile 1969-1970 (20) Israel 1971-1972 
(5) China (21) Jamaica 1965-1972 
(Nationalist) 1965-1972 (22) Jordan 1965-1966 
(6) Colombia 1965-1972 (23) Korea 1965-1972 
(7) Costa Rica 1970-1972 (24) Malaysia 1965-1972 
(8). Cyprus 1968-1972 (25) Mexico 1965-1972 
(9) Dominican (26) Morocco 1965-1972 
Republic - 1965-1972 (27) Nicaragua 1965-1972 
(10) Ecuador 1965-1972 (28) Nigeria 1965-1969 
(11) El Salvador 1965-1972 (29) Pakistan 1965-1969 
(12) Ethiopia 1965-1972 (30) Paraguay 1965-1972 
(13) Greece 1965-1972 (31) Peru 1965-1967 
(14) Guatemala 1965-1972 (32) Spain 1966-1972 
(15) Guyana 1965-1972 (33) Thailand 1965-1972 
(16) Honduras 1965-1972 (34) Venezuela 1965-1972 





Two approaches were used in estimating the logit model, The 
first included all the variables, and the second excluded the amor- 
tization/debt ratio for two reasons, First, there may be doubts 





as to whether the relation between average debt maturity and the 
probability of default is indeed a causal relation: where the loan 
maturity allowed by the lender depends on the country's debt 
servicing capacity, the amortization/debt ratio may be highly 
correlated with default without actually explaining any causal 
relationship. Secondly, measurement of the amortization/debt 
ratio for some of the default observations was extremely difficult, 
In addition, it appeared that the model was mis-specified when 
export fluctuations and the import/GNP ratio were included since 








implausible (negative) coefficient estimates were obtained, Hence, 
the empirical results presented in Table 3 exclude those two vari- 
ables, All other variables behave as one would expect; further - 
more, most estimates are highly significant, 


In case (a), which includes all seven variables, all variables 
except GDP growth are significant at the 5 percent level (fora 
one-sided test). If GDP growth is deleted, as in case (b), then the 
six remaining variables are still significant at the 5 percent level, 
The likelihood ratio index (analogous to R@ in linear regression) is 
above 0,92 in both cases, and the likelihood ratio statistic implies 
strong significance of the logit model regression, 


Because of reservations associated with loan maturity discussed 


above, additional estimates were also obtained - case (c) - excluding 
the amortization/debt ratio, In this case, all remaining coefficient 
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Table 3 


Logit estimates of default probability." 











Case 
Variable (a) (b) (c) (d) 
Debt-service ratio 53.6619 59.2085 35.9826 38.0096 
(2.5731) (3.2864) (3.3768) (3.6181) 
Imports/reserves 0.3946 0.3867 0.3614 0.3535 
(1.8323) (1.7877) (1.8622) (1.7895) 
Amortization/debt — 34.6172 — 39.6368 
(1.6535) (2.1808) 
Income/capita — 0.0116 —0.0124 —0.0113 —0.0142 
: (2.4708) (2.8337) (3.0333) (3.5523) 
Capital inflow/ — 2.6685 — 2.8591 —2.1301 — 2.2730 
debt service (2.9576) (3.3930) (3.4862) (3.6666) 
GDP growth — 18.1495 — 50.3238 
(0.4011) (1.4274) 
Export growth — 44.8634 — 52.6046 — 30.5812 — 47.3640 
(1.7120) (2.7077) (1.6159) (2.8498) 
Likelihood ratio index 0.9222 0.9217 0.9086 0.9019 
Likelihood ratio statistic . 304.2605 304.0954 299.7940 297.5613 








*Figures in parentheses denote ¢-values. 


estimates in (c) are significant at the 7.5 percent level, Case (d) 
was estimated by excluding GDP growth, In either case, the like- 
lihood ratio statistic is not changed appreciably. 


In comparing the results, it may be noted that the significance 
of the export growth coefficient increases appreciably when GDP 
growth is deleted--whether or not amortization is considered, 
This apparently happens because export growth is relatively highly 
correlated with GDP growth in most developing countries, But 
since there are countries where it is not closely related to export 
growth, it appears advantageous to retain GDP growth as a variable, 
Comparing the results with and without the amortization/debt ratio, 
however, it is interesting to note that the remaining variables 
behave relatively the same way in either case, This is exactly what 
one would expect to happen when the amortization/debt ratio (loan 


maturity) is affected by debt servicing capacity rather than vice 
versa, 


It is evident that both short-.and long-run indicators should be 
included, The probability of default thus appears to depend not 
only on the circumstances prevailing immediately before the year 
on which a forecast is being made but also on trends that are based 
on a relatively long period of time preceding the forecast, But it is 
not necessarily correct to consider the resulting probability predic- 
tions as valid for a long-run period unless it is assumed that the 
economic situation as reflected by the indicators will remain un- 
changed, 
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Predictive ability, Using the coefficients of cases (b) and (c) 
of Table 3, the implied probabilities of default have been calculated. 
Suppose further that the following rule of thumb is adopted: givena 
critical probability value P*¥*, and considering the implied probabil- 
ities for all sample countries in any year, all countries with prob- 
ability greater than P* are denied credit that year while all others 
are granted loans, Then, for any given P*, there are two possible 
types of error: type I error--where a country has a probability 
lower than P* but actually defaults; and type II error--where a 
country has a predicted probability higher than P* but does not 
default, Table 4 reports the frequency of the two types of errors 
in the two models for various values of P*, In no case of P*¥ are 
more than 11 errors made in a total of 238 observations. With 
P* = 0.4, only 6 errors are made with (b) while 9 errors are made 
with (c); with P* = 0,7 there are 6 errors in both cases, 





Table 4 
Type I and type II errors based on the logit estimates. 











Case (b) Case (c) 

Number of Number of Number of Number of 

Type I type II type I type II 
P* errors errors errors errors 
0.10 0 10 0 11 
0.20 0 6 1 8 
0.30 1 6 y- 7 
0.40 1 5 3 6 
0.50 2 4 4 6 
0.60 3 4 4 2 
0.70 5 1 5 1 
0.80 $ 1 6 1 
0.90 7 1 8 1 





To test predictive ability outside the data on which coefficients 
were based, an additional set of data pertaining to countries bor- 
rowing in the Euro-dollar market was also used, For 102 observa- 
tions on public or publicly guaranteed loans granted to 27 developing 
countries during the 1973-74 period, default probability predictions 
were computed on the basis of (b) and (c), Only in the case of 12 
loans to four countries was the predicted probability of default higher 
than 10%; as far as we know now, only one of the countries with 
low probability predictions has rescheduled, Of the higher prob- 
ability predictions, all four countries involved were reported to be 
in serious debt crises within the last three years, These results 
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confirm the overall good predictive performance of the estimates 
described here, 


[ Extracted from "A Study of Debt 
Servicing Capacity Applying Logit 
Analysis, '' Journal of Development 
Economics, Vol. 4, No. 1, March 
1977, pp. 25-36. Copyright © 
North Holland Publishing Co., 
Amsterdam, Netherlands, | 








Il A MODEL FOR TESTING EFFECTS 
OF POLICIES ON DEBT SERVICING 
CAPACITY 











Gershon Feder 


The coefficients developed in the preceding study make possible 
measurement of a country's debt servicing capacity at a given time, 
expressed (negatively) as a level of probability of default. Sucha 
measure has some obvious utility for lending institutions, It may 
also hold some useful possibilities for self-examination and diagnosis 
by borrowing countries, or countries considering whether or not to 
raise their level of debts. For such a purpose, it would be highly 
desirable to be able to estimate not only how a particular set of con- 
ditions affects a country's capacity to service debts, but also the 
effects which possible policy adjustments would have on this capacity, 


To this end, a macroeconomic model of growth and indebtedness 
has been constructed and tested for certain policy-related parameters 
in conjunction with the coefficients described above, The model vari- 
ables (national, annual) include: GNP, GDP, consumption, gross 
domestic investment and capital goods production, imports of capital 
goods and other, and exports, outstanding debts, new loans, and 
amortization and interest payments, Parameters include: incre» 
mental capital/output ratios (ICOR) for domestic and foreign capital; 
GNP, consumption, exports and debts in the base year; rate of inter- 
est on foreign loans; and the three policy-related parameters for 
testing which are: a) target growth rate for GNP, b) marginal pro- 
pensity to consume (MPC), and c) rate of growth of exports, 


Assuming the various identities, plus computed ICOR and MPC 
values, the model becomes activated as a kind of planner's model 
by setting a target rate for GNP growth, and for export growth, It 
then lays out a path through time in which, among other things, the 
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amounts of debt and of interest and amortization to be paid are 
defined for succeeding years, [ Note: The model will not be 

further specified here, For more detail readers may refer to 
the original, World Bank Staff Working Paper No, 274, 1978. ] 


This approach assumes the availability of foreign funds at fixed 
terms (interest, duration), Export levels, though dependent on 
foreign markets, are considered to be amenable to policy efforts 
at export promotion by a number of methods, On the domestic 
side, technological and other factors affecting ICORs are treated 
as given, but it is considered that policy actions can affect the 
propensity to consume (e, g. banking and budgetary policies) and can 
influence GNP growth (e.g. decisions to speed up or delay invest- 
ments, shifts in government expenditure), Clearly, other assump- 
tions could be employed; these appeared to lead in directions use- 
ful in dealing with debt service problems, insofar as they may be 
treated in a relatively simplified model, 


With this framework, it was possible to make simulations of 
growth and debt servicing capacity as defined by the six variables 
and coefficients in the (c) version (see Table 3 above). One of 
those variables, the reserves/imports ratio, could not be incor- 
porated into the model; so a constant ratio of 1/2 was assumed 
(the 1976 average for reserves/imports of developing countries 
was .475). Amortization payments were treated as a fixed pro- 
portion of outstanding debt, Rather than focus on specific coun- 
tries, the effort was made to seek "representative" results by 
applying the model to two broad groups of developing countries 
defined by the World Bank as "high income" (1972 per capita GNP 
over $375), and "medium income" (1972 per capita GNP $201-375), 
Assumptions used in this study were thought unlikely to apply to 
"low income'' countries, A combination of average and median 
values for the two types of country were put through the model, 
with results briefly summarized below, | Note: the mechanics 
behind these results are described in the original, ] Some charac- 
teristics of the two groups of countries are shown in Table 5, 


Analysis of Policy Simulations 





The simulations of the impact of policy alternatives to be 
discussed below deal with one policy measure at a time, enabling 
the assessment of the effectiveness of each policy in isolation from 
other policies, In reality, of course, several avenues of action 
will be taken together, On the basis of the simulations in which 
each of the three principal policy variables is shifted with others 
held constant, several observations can be made: 
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Table 5: Data Set For Simulations 





High Income Medium Income 








Structural Variables LDCs LDCs 
Median 1974 per capita 

GNP (US$) $ 900 $ 370 
Exports/GNP, Average 1973 . 16 . a 
Consumption/GNP, Average 1973 . 81 . 83 
Debt/GNP, Median 1974 . 106 a EFS 
1973 Capital/output ratio 3, 32 3. 44 
1974 Average rate of interest 7. 50% 6. 10% 
1974 Average rate of amortization 6. 5% 5. 25% 


Policy Variables 





Target GNP growth rate 6. 6% 6. 0% 
Real average export growth rate 7. 6% 7. 2% 
Marginal rate of consumption ove sv9 





Sources: World Bank data. 


1, Reduction of the GNP target growth rate reduces the level of 
indebtedness and the probability of debt problems (that is, the prob- 
ability of default as defined), but the latter effect may be obtained 
only within a limited range, If the rate of growth is reduced beyond 
some critical point, debt servicing capacity is impaired rather than 
improved, This is because a low rate of GNP growth, and the lower 
levels of GNP it implies are, ceteris paribus, indicators of inferior 
debt servicing capacity. In addition, the smaller net inflows of 
capital that correspond to an indebtedness path with a lower target 
rate of growth are a negative factor. However, a slow growth strat- 
egy is compatible with lower debt levels. As debt levels and debt 
service ratios are reduced, debt servicing capacity is enhanced, 
ceteris paribus, The net effect of decreased growth is therefore not 
obvious, As it turns out, it is quite possible for the positive factors 
to dominate over a high or middle range of growth target values, 
while for low values the negative factors dominate, This reversal 
in the impact of GNP growth rate policies does not, however, seem 


to occur in a relevant range of values for economies with a low 
Savings ratio, 











2. Changes in the marginal savings rate seem to be more 
effective when one of the deficiencies of the economy is a low 
initial savings rate: in that case, a four percentage point increase 
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in marginal savings reduces the maximal probability of default by 
34 and 14 percentage points for high income and middle income 
countries respectively, The effectiveness of this policy measure, 
however, may decline and taper off with larger increases even 
while the probability of default is still high. An increase in the 
marginal savings rate reduces the level of indebtedness through- 
out the growth path, and thus generates a lower debt servicing 
burden. However, as the net foreign exchange inflow declines 
more rapidly with higher marginal savings, there is a negative 
impact on the ability to service outstanding foreign debt, The net 
result is a declining marginal effectiveness of the marginal 
savings rate as a policy tool, 


3. The acceleration of export growth is shown to be an effec- 
tive policy in all of the situations considered. A two or three 
percentage point increase in the annual rate of growth of exports 
throughout the period covered in these simulations reduces the 
maximal probability of default to a reasonably low level of 6% or 
less. However, changes in the rate of growth of exports do not 
affect the pattern or volume of indebtedness, unlike the other two 
policies considered above; and the effectiveness of increases in 
export growth is diminishing at the margin, Nevertheless, the 
overall effectiveness of this policy within the relevant range is 
satisfactory, and the conclusion is that export promotion is an 
important and efficient factor in improving debt servicing capa- 
city. This conclusion is enhanced when the indirect effects of 
higher export growth on GNP growth are considered: these 
effects will allow the maintenance of the target rate of GNP 


growth with smaller investments, and thus borrowing levels will 
be lower, 





In several simulations, the debt service ratio (interest plus 
amortization/exports) reaches its highest point only after the 
probability of default has already been declining for a period or 
two. This result suggests that the use of the debt service ratio 
as a sole or leading indicator (which is quite a common rule of 
thumb) is not acceptable, since the ratio may in fact be lagging 
behind the probability of default, Debt servicing problems (in 
the sense that the probability of default assumes high values) 
arise long before indebtedness reaches its maximum level, and 
even before the ratio of debt relative to GNP is at its peak, A 
situation of low debt servicing capacity may develop fairly rapidly 
even though the initial situation is of negligible risk, It follows 
that short-run assessment of debt servicing capacity should not 
serve as an indication for medium or long-run performance, 





Timing of adjustments, The previous point calls attention to 
a related issue: at what time should adjustment policies be ini- 
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tiated? The simulations reported so far have all assumed that 
policies designed to improve debt servicing capacity are started 
at the base year, This implies, unrealistically, that corrective 
measures are taken several years before the probability of default 
starts to assume alarming magnitudes, But adjustment policies 
will usually involve some cost (foregone GNP, foregone consump- 
tion, possible frictional unemployment), and policy makers may 
well be tempted to delay the application of such policies even after 
problems have started to develop, An experiment was therefore 
conducted with high income LDCs having a low savings ratio and 

a small export sector, It was observed that while the default prob- 
ability is at its peak of .405 at year 8, the probability of default is 
only .122 at year 5, It was then assumed that policies to improve 
debt servicing capacity are initiated by the end of year 5, and 
several policies of various magnitudes were simulated, The re- 
sults indicated that putting off adjustment policies is a dangerous 
decision and may lead to a situation that is not manageable, such 
that the probability of default cannot be reduced to reasonable 
levels. For example while a reduction of the target rate of growth 
to 6% starting at year zero brought the peak default probability 
down to negligible levels, no growth target policy applied at the 
end of year 5 could reduce the probability below 25%, Similarly, 
an increase of the marginal savings rate to .27 at year zero 
brought the probability of default to the acceptable level of .057; 
but changes in the marginal savings ratio, if delayed to the end of 
year 5, could not suppress the probability below .33, even when 
the marginal savings ratio was raised to the high level of one 
third of incremental‘GNP, Export promotion policies were some- 
what less affected by the delay; but given the external constraints 
on exports and the possible time lag between policy and result, it 
would be risky to depend on the immediate effectiveness of that 
policy alone, 


Some Danger Areas 





Several economic characteristics which are likely to indicate low 
debt servicing capacity were given attention in the simulations, 
There are, of course, many other combinations and alternations of 
parameters capable of yielding a high degree of risk, In addition, 
the highly simplistic nature of the underlying model does not allow 
the incorporation of other variables and parameters which may be 
of importance, such as inflation, changes in incremental capital 
output ratios, investment gestation lags, etc. Thus, while some of 
the results which have been derived seem to have general applica- 
bility in terms of scope and direction, the numerical values need to 
be regarded with caution, 
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For LDCs at the lower end of the high income group (with per 
capita GNP of about $650), it is shown that an initial situation 
involving both a high indebtedness (debt/GNP ratio of .2 or more) 
and a small export sector (export/GNP ratio of .1 or less) may not 
be compatible with a GNP target growth rate of 6.6% per annum, a 
marginal savings rate of .23 or less, and an export growth rate of 
7.6% per annum or less in the sense that within 5 years from the 
base year debt servicing capacity will drop below a critical level, 
Such a situation could perhaps be remedied by reducing the target 
growth rate to about 6%, by increasing marginal savings of GNP to 
3, or by accelerating export growth to 8.5% or more, All these 
changes should start at the initial point rather than at the time of 
highest crisis probability, since delays are shown to be risky and 
may cause an unmanageable situation, If a combination of correc- 
tive policies is adopted, smaller changes in each policy tool are 
required: this point also applies in the three paragraphs that 
follow, 


Another potentially risky situation for high income LDCs (with 
GNP per capita of about $900) is when an initially low average 
savings rate (of about .16) coincides with a small export sector 
(export/GNP ratio about .1), In that case, within 6 years from 
the initial period the likelihood of debt servicing problems reaches 
alarming proportions (peaking at the 8th year) if target GNP 
growth, marginal savings, and exports growth are maintained at 
the same levels as in the earlier case, Again, a reduction of the 
growth rate to 6%, an increase of the marginal savings to .27, or 
an acceleration of export growth to 9.5% are shown to produce a 


sufficient improvement in debt servicing capacity if applied at the 
outset, 


For LDCs at the lower range of the middle income group (per 
capita GNP of about $300), an initial situation where there is 
simultaneously high indebtedness (debt/GNP ratio of .25 or more) 
and a relatively small export sector (export/GNP ratio of .16 or 
less) is problem-prone during an 8 year period (starting at the 3d 
year and peaking at the 7th year) if GNP growth is maintained at 6% 
annually, marginal savings are .21 of GNP, and export growth is 
7% annually. The problem of risk may be alleviated somewhat when 
the target GNP growth rate is reduced to 5.5%, but further reduc- 
tions of this rate would be counter-productive, Changes in the 
marginal savings rate will have only a minor impact; but accelera- 
tion of export growth to about 9.5% annually seems to offer a 
reasonable solution. 


Debt servicing problems are also projected for middle income 
LDCs (per capita GNP about $370) which have an initial situation of 
high debt (debt/GNP ratio of .25 or more) aggrevated by a low 
average rate of savings (savings/GNP ratio of .14 or less), In that 
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case the results suggest that a remedy is possible by reducing the 
target growth rate from 6% to 5% annually, increasing the marginal 
savings rate from .21 to .27, or accelerating export growth from 
7% to 9.5% annually. 


The study points out a problem which economic planners should 
be aware of: while fairly detailed development plans are designed 
for the medium term (mostly five-year plans), the period of indebt- 
edness and the build-up of debt service problems are of a longer time 
span than is covered by the detailed programs, But it is not reason- 
able to require elaborate plans to be expanded to a longer run, both 
because of the cost and because of the likelihood that conditions and 
objectives will be changed, rendering many components of such a de- 
tailed development program irrelevant, Common sense suggests, how- 
ever, that simpler development models could be designed to cover the 
period beyond the medium run to take into account the long-run impli- 
cations for growth and borrowing that are implied by the medium run 
detailed plan under consideration, While being cruder and less ac- 
curate, such models may still be able to flag inconsistencies and 
potentially risky situations, As already mentioned, the adjustments 
and revisions which are needed to avoid development of such situa- 
tions should start at an early stage and would imply changes in the 
detailed programs, The type of model presented here is too simple 
to be used as a long-run consistency framework, but it may serve 
as a basis for a more realistic model, with several sectors, explicit 
treatment of the monetary sector of the economy and foreign exchange 
reserves, import and export demands, etc, More quantitative work 
is needed to improve on existing knowledge of the relation between 
debt servicing capacity and economic variables, and thus to enable 
better planning. Development planning which specifically concerns 
itself with maintenance of a reasonable debt servicing capacity is to 
the benefit of borrowers and lenders alike, 


[ Adapted from Economic Growth, 
Foreign Loans and Debt Servicing 
Capacity of Developing Countries, 
World Bank Staff Working Paper 
No, 274, February, 1978, Copy- 
right @ The World Bank, Wash- 
ington, D.C. ] 
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Cultural Expression and 
Social Change 


Inter-American Foundation 
Committee 


[ Cultural projects can contribute to economic development when 
they bolster self confidence, aspirations and initiative among 
groups that have so far remained outside the development pro- 
cess, The Inter-American Foundation reviews its experience in 
this field, and offers some critical reflections, | 


The Inter-American Foundation came into being 
in 1971 with funds supplied by the U.S. Congress but 
operating separately from the U.S. Agency for Inter- 
national Development (AID), Charged with finding 
better ways to help Latin American and Caribbean 
peoples in their development efforts, the approach 
it has taken is to support nongovernmental indigen- 
ous organizations, to respond to locally defined plans 
and objectives, to complement local resources, and 
to support programs which stress beneficiary parti- 
cipation. Basic to this approach has been a conscious 
determination to listen, and to learn how other peoples 
define and pursue development and change, Among the 
diverse types of activity proposed to the Foundation 
for funding were endeavors in artistic, cultural ex- 
pression, We were curious, and listened to the cases 
made by Caribbeans and Latin Americans for a place 
for the arts in development, Over its seven-year 
history, the Foundation has supported some 25 pro- 
jects in which a primary activity is theater, dance, 
song, or festival, These projects were about four 
percent of the total number funded; the grants for them 
come to $1.5 million, or two percent of the total. 


The Committee on Cultural Awareness 
which prepared this report was com- 
posed of staff of the Inter-American 


Foundation, Rosslyn, Va. 
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We have received many critiques that may be summed up in the 
question, 'Why do you choose to put your relatively scarce funds into 
plays and dance when people are going hungry?'' When in our own 
society a typical reference to something of little practical value is 
‘classes in basketweaving", and when art and music programs are 
the first to be trimmed from tightening school budgets, support for 
such activities abroad can be expected to raise questions, To learn 
more about the relationship between the arts and development and 
change, we have undertaken our own study of these projects; this paper 
is the result, Its purpose is not simply to address critics but to broaden 
our own understanding of these phenomena and, perhaps more import- 
antly, to stimulate an ongoing dialogue about these matters among 
Latin Americans, Caribbeans, and North Americans, 


Contextual Overview 





The process of industrialization, modernization, and urbanization 
in the Western Hemisphere has provoked a massive geographical dis - 
location of people and a profound disorientation in their ways of think- 
ing and leading their lives, A part of this process is a strong tendency 
toward cultural homogenization, propelled by policies of national inte- 
gration and by increasing international communication and commerce, 
The values of the urban consumer society, promulgated by the mass 
media as well as personal contacts, radiate from the national metro- 
poles which, in turn, are heavily influenced by the international metro- 
poles of the United States and Europe, The tastes and mores of the 
economically affluent urbanites of the Western World and their prefer- 
ences for consumer goods set the standards, For the masses, reaching 
these standards would be a generations-long journey with many econ- 
omic, political, and cultural hazards along the way. ‘ 


The encounters among distinct cultures in the Western Hemisphere, 
the blendings among them, and the evolutions within them are far too 
complex to describe here, Today these nations are composed of peo- 
ples of often sharply different cultures--a myriad of Indian, African, 
European, and Asian heritages, Since the European colonization, 
European culture patterns have overshadowed most others in the Amer- 
icas, Since political, economic, and social mobility in these societies 
depends largely on conforming to or assimilating the dominant cultural 
patterns, large numbers of people with other cultural origins find them- 
selves in a situation of having either to shed the culture that gave their 
life meaning as they proceed into the "mainstream", or to recede more 
and more to the periphery of their society, 


Having recently gained their political independence, some of the 
Caribbean islands are seeking their own new sense of national cultural 
character, It is a vibrant process spurred by much activity in the arts, 
In many Latin American countries, where indigenous cultures are half- 
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assimilated, peripheral, or completely isolated, artistic expression 
among the eclipsed cultures seems to be aimed at either: a) enrich- 
ing, pluralizing, and gaining recognition from the prevailing cul- 
ture; or b) building a separate and legitimate identity, The basic 
question is: how do these conditions relate to the processes of 
development ? 


The Search For Identity 





From our review of 25 seemingly diverse cultural projects 
and the rationales upon which they were founded, there emerged 
one recurring theme: the quest for a secure sense of identity, Eth- 
nic identity is an issue when there is interaction among two or more 
ethnic groups, as is the case in most areas of the Western Hemis- 
phere, Each ethnic group has certain perceptions about another, 
and each group's self-image is influenced by the others' perceptions, 


The cultures of the poor and the disadvantaged tend to be dis- 
dained by the predominant cultures, The results are self-disparage- 
ment and insecurity among people of a subordinated culture, Beliefs 
about superiority and inferiority form an important but often unac- 
knowledged barrier to development, The debilitating effects of per- 
ceived inferiority have been described to us as follows: 


--A Caribbean: "Self esteem is a function of what is 
denigrated and what is exalted ina society, It bears 
on the colonial mentality which casts that which is im- 
ported as good and desirable, and that which is native 
as primitive and undesirable, Ultimately, the denigra- 
tion of certain sets of traits produces feelings of infer- 
iority which become expressed as lack of initiative -- 
apathy, " 


--A Paraguayan group: 'What is the principal problem 
of a rural people? They live in a situation where their 
expression is continually and totally repressed by a 
process too long to describe here, They have suffered 
an underestimation of their own social capacity, Their 
inhibitions are related, and all work together, This is 
related to the peasant's reluctance to touch a tractor or 
try to fix it because he is asked, ''How do you dare to 
touch it?" 


--An American Black: 'We're talking here about basics, 
about people's ability to think and act for themselves, 
When any group is trying to emulate another, to draw 
their ideals from the lines defined by others, they are 


49 





constantly running behind, constantly trying to catch up, 
This affects self-image, self-confidence, and ultimately 
the ability to function, Sense of identity, of who one is 

and what one aspires to--on one's own terms--is basic, 


It is a first step. ™ 


To overcome the paralyzing effects of cultural disparagement, 
socially concerned groups are attempting to change perceptions - - 
perceptions that Blacks have of Blacks, that Whites have of Blacks, 
that urbanites have of rural people, that European stock have of 
Indians, A prominent Jamaican artist pointed up the relationships 
among image, changing perceptions, and self-help when he said: 
‘What we do for ourselves depends on what we know of ourselves, 
and what we accept of ourselves, "' 


Another facet of identity building that recurs in many of the pro- 
jects is rejection of imitation, People want to avoid chronic imita- 
tiveness: they perceive imitation as undermining the very foundation 
of a people's character, A Jamaican explained the roots of the 
phenomenon in the Caribbean in this way: 





'To appreciate the significance of culture in general 
you must understand that one of the first things the 
British did was to set up their own cultural dissemin- 
ation center, the Institute of Jamaica, Everything 
from standard spoken and written English to food, 
manners, music, and dress were encouraged on the 
native population, The denigration of everything out- 
side the English style, especially African, was the 
rule of the day, "' 


The pressures to conform to outside cultures have a long history, 
During the centuries after the conquest of South America, for 
example, the church hierarchy tried to suppress native drums, 
flutes, ritual dances and songs, The punishment for possessing 
indigenous instruments or performing native music included pub- 
lic ridicule, fines, flogging, and deportation, 


Cultural Identity and Development Potential 





Cultural identity, however achieved, is perceived by many Third 
World leaders as essential for a people if they are to generate, par- 
ticipate in, and have a controlling influence on their own development 
and change processes, For example, the tension between develop- 
ment programs and cultural identity is starkly articulated in this 
statement issued by leaders of an Andean Indian population: 





"Politicians, . . have tried to achieve development 
based exclusively on servile imitation of the develop- 
ment of other countries when our cultural heritage is 
entirely different... . They have come to believe that 
progress is founded only on the economic aspects of 
life. Technical assistance has achieved no significant 
change in the countryside, It has not achieved peasant 
participation because it has not respected the peasants’ 
culture, nor has it understood the peasants' frame of 
mind. Governments, politicians and educators have 
completely failed in the "promotion" of our peoples 
because they have used erroneous methods and ideas 
imported from abroad--alien to our history, our heroes, 
ideals, and values, " 


An assumption--sometimes stated, sometimes implicit--in most 
of the cultural expression projects we have supported is that until 
the cultural barriers manifest in negative stereotypes are 
challenged, there cannot be real development in countries where 
there is a clear cultural disequilibrium between a dominant society 
and culturally or ethnically distinct subgroups, To quote froma 
Paraguayan group: ‘Low self-esteem coupled with self-censure 
effectively depletes the psychic energies needed to initiate and sus- 
tain plans of action, '' The point is effectively reaffirmed in this 
statement from a recent Intergovernme ntal Conference on Cultural 
Policies in Latin America and the Caribbean: 

'", , , internally generated development depends ona 
recuperation of the initiative that is rooted in the 
affirmation of cultural identity, For if culture is that 
which makes a people aware of itself and able to make 
choices and take action, it is also that which responds 
to its aspirations to dignity. And dignity, perceived at 
the national level, is a fundamental requirement for 
collective action toward development, A grounding in 
their cultural values would make it possible for peoples 
to recuperate the confidence and spirit necessary for 
the task of innovation that development requires, " 


A related concern is expressed in IAF's statement of justification 
for funding a Caribbean project in the performing arts: 


"Development-assistance agencies frequently dismiss 
‘cultural projects' because they are extraneous to the 
established priorities for most economic development 
plans, Their emphasis on maximum utilization of a 
c untry's natural resources through agricultural and 
industrial development fails to consider the need for 
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human resource development as well, Ironically, it is 
the 'human factor'--the inability of people to become 
assimilated into these plans and actively participate in 
them--that is often cited as the reason for failure, " 


What the proponents of "cultural projects'' describe to us be- 
comes more and more clearly linked to development as it touches 
on the reasons for what is generally perceived as resistance to 
modernization, Development libraries have many books devoted to 
methods for overcoming the perceived apathy, non-participation or 
downright recalcitrance of the so-called "target population, '' Tech- 
niques to deal with it are "promotion, '' achievement motivation, and 
the like, Transfer of these techniques represents millions of dollars 
worth of training courses given for the field personnel of everything 
from voluntary agencies to government ministries, The Inter-American 
Foundation, however, has heard repeatedly from Latin and Caribbean 
grantees that apathy is but a symptom, one which will never be dealt 
with successfully without looking at the causes, 


Perhaps the most important insight in this discussion has to do 
with concepts of development, Proponents of cultural expression 
projects stress the innate creative or problem-solving capacity of 
human beings, They see the first steps toward solution of problems 
as removing the obstacles, not only physical but psychological, that 
prevent creativity from being exercised, Through approaches which 
tap creative forces, spark genuine motivation and build in mechanisms 
for its continuity, cultural projects help people to define what kind of 
change is desired, and what is the appropriate path to attain lasting 
development, Thus, cultural projects contribute toward beneficiaries 
helping themselves, as opposed to their receiving passively a delivery 
of services, 


The Role Of The Arts 





In our review of cultural projects, we asked concerned Carib- 
beans and Latin Americans why they wanted to put effort into dance, 
drama, and drumming when people are hungry, unemployed, and 
lacking adequate shelter, Why invest time, energy, and resources 
in seemingly non-essential activities when "basic needs'' remain 
largely unsatisfied? While some societies may draw a sharp distinc- 
tion between work and play, between art and science, between the cul- 
tural and the economic, we were told, not all peoples categorize and 
divide the world and their lives in this way. In various ways, our 
grantees cautioned us not to confuse quality of life with standards of 
living. Within quality of life, most of them included self-respect, 
identification with community, a sense of place and purpose, and 
human relationships, They posed to us a question of their own: 
‘What are the ingredients necessary to galvanize the collective 
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national energies that lead to self-sufficiency in food and other 
material resources?" 


The concept of development and change we are dealing with 
centers on the human being as capable of thinking and acting, of 
forming with his peers the local social institutions most adequate 
to achieve their purposes, and of participating in the creation of 
societal structures more equitable and just than existing ar- 
rangements, Taking this humanistic viewpoint one step 
further means that human beings are capable of creativity, It is 
on a lean but tenacious legacy of folk traditions that the "'cul- 
tural projects" build, strengthening the base that exists and open- 
ing the way--through increased self-confidence and discipline and 
awakened aspirations--for endeavors in other directions, 


The use of theater, for example, is popular, participatory, and 
is a form of locally-generated development effort, It resembles in 
name only what most Americans think of as theater, a place to go 
and be entertained. The closest analogies we can think of in the 
United States are the Federal Theater Project, developed during 
the depression of the 1930s to address economic and social prob- 
lems, or the current street theater of the Chicano movements in 
the Southwest, As means of strengthening identity and challenging 
pejorative stereotypes, a number of grantees see the performing 
arts as an extraordinary vehicle for human resource development, 
particularly through the dance which calls for strict concentration 
and discipline, One of the hallmarks of a Brazilian project is the 
dedication of the group to technical excellence in dancing. The 
dancers regard discipline as a way to debunk prevailing myths 
about Blacks as slothful, incompetent, or technically unskilled, 
They take particular pride in achieving excellence, 


Caribbean peoples are discovering a new sense of worth as full- 
fledged citizens, and charting their future directions by expressing 
their cultural roots in dance, song, theater, and oral histories, It 
is a vibrant experience of unveiling what from the past is present 
within themselves today so that they can build their own society. 
They see the arts as one important way for freeing the creative 
spirit and releasing the energy of people so that they can make 
things and do things for themselves, They see it as a process of 
building minds, bodies, institutions, and societies, Jamaican 
Prime Minister Manley gave insight into the process in this way: 


"Reggae music, . .is emerging from our equivalent of the 
ghetto, where the disinherited and the lost of this earth are 
beginning to articulate their misery, articulate their demand 
for change, to articulate their need for new ordering of so- 
ciety. . . And I think this is a tremendous factor in the 
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changes that are taking place in Jamaica, This is the 
people singing their own story of change and making clear 
to the world the direction they expect change to take, " 


Many of the projects we have supported include as an important 
part of their methodology careful documentation of the customs, 
beliefs, oral traditions, folkways and mores of the cultural groups 
with whom they work, be these Black, Indian, or mestizo, They 
then fashion this collective lore into some kind of presentation (i,e,, 
theater, dance, recordings) and play it back in its own milieu, 

Their aims are several: to reinforce the esteem of those who pro- 
vide the information; to give legitimacy to the customs by raising 
them to the status of drama or art; and to give the viewer-participant 
a forum for reinforcing his own identity by seeing his own way of life 
mirrored in art forms thereby enhancing its sense of value, Neither 
our grantees nor we understand the projects we have supported as 
being art for art's sake, a quest for beauty, or idle entertainment, 
These theater and other artistic activities are seen as instrumentali- 
ties of development, Nevertheless, two points should be kept in mind: 
not all artistic expression is a means to development and change; and 
artistic expression is only one of many means for propelling develop- 
ment processes, 


The development objectives we perceive in these endeavors may 
be summarized in three broad categories, Most often all three are 
present, though one may be dominant in different times and places, 
They are: 1. Socio-economic assertion, Art forms are a means 
for minorities to assess their situation and to invigorate action pro- 
grams, They can constitute highly effective instruments for the 
articulation of social issues and for forwarding the interests of in- 
volved groups, 2, Increased recognition and respect for ethnic heri- 
tage. Dominant cultures have historically eclipsed weaker cultures, 
Members of the overwhelmed cultures often reach the point of despis- 
ing their own cultural identity, and become insecure and apathetic, 
The arts can be one means for people not only to build their self- 
esteem, but to gain recognition of their heritage from the predomin- 
ant national culture, 3, Development of human creative potential in 
individuals, Disciplines such as dance or theater build capability to 
organize experience, analyze a situation, weigh alternatives, synthe- 
size an idea in concrete form, and judge the results, Without these 
capabilities, a person is ill-prepared to be an active, knowledgeable, 
and critical participant in development and change, The ability to 
express oneself builds confidence, a prerequisite to action, 














Patterns and Types of Cultural Projects 





Actor-Audience Relationships, The projects we have supported 
seem to fall into four general categories, marked by the relative 
"distance" between actors and audience, They are: 
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1) Projects which emanate directly from grassroots groups in 
the localities they involve, based on their living experiences: the 
Mystic Revelations of the Rastafari (Jamaica), Escola de Samba 
Quilombo (Brazil), Folklore by the People (Brazil). 


2) Projects conceived and initiated by someone outside the 
immediate community, but generally someone of the same "over- 
whelmed" culture, In these projects actors and public are virtu- 
ally one and the same--in class, culture, geographic origin. They 
forge a natural link between the daily common expressions of the 
folk and the artist. These include: Teatro Identificador (Colombia), 
Ayni Ruway (Bolivia), Yoruba House (Barbados), Olorun Baba Min 
(Brazil), Jamaica Cultural Agents, Foro Radial de la Cultura 
Popular (Colombia), 


3) Projects in which a "facilitator organization" or "cultural 
broker, '' in most cases persons of some professional cut (often 
artists themselves), put together works which attempt to capture 
the lives of the people and their problems. The facilitators, imbued 
with social concern, feel that the arts can be effective media for 
dramatizing societal issues, Examples include: Aty Nee (Para- 
guay), Los Comediantes (Chile), and others, 


4) Projects put together and acted out by professionals, seen by 
an audience through the mass media, for example the Centro de 
Producciones para la Television Latino-Americana (Ecuador), 


Focus, We perceive two distinctions in the placement of ethnic 
focus in the activities. As noted earlier, identity is one of the 
connecting threads running through all of these projects in cultural 
expression, However, the projects embody a number of different 
ideas about what comprises identity, how it can be established, 
awakened, or discovered, the significance it has for the individual 
and the community, and the values it should embrace, On the one 
hand there is a determined ethnic focus, as exemplified in Yoruba 
House, Olorun Baba Min, Ayni Ruway, and others, These groups 
represent a culture in the anthropological sense, and use artistic 
media such as dance, theater and music to project their ethnic 
identity. For the most part, that identity has clear focus on its 
roots in Africa or, in other cases, on an Andean Indian heritage, 
Almost all these projects also include economic components in 
order to sustain themselves, 


On the other hand, some projects have an undetermined focus, 
Open-ended rather than clearly focused on an ethnic heritage, these 
projects seek to stimulate the participants to reflect on their cur- 
rent situation and affirm their status in their societies, Some pro- 
jects take a fairly non-directive approach to the process, and 
through interaction with an audience or a community hope to trigger 
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insight, understanding, and reflection, Others, however, use an 
artistic medium as a didactic tool to impart a particular concept, 
value, perception, or analysis of a society, The grantees them- 
selves, for the most part, are urban, university-educated persons 
who are committed to social change. These projects have not in- 
cluded income-generating components, 


Project Results: Two Cases 





Yoruba House - Barbados, The objectives of Yoruba House, 
which opened in 1974, are to develop wide interest and to train 
Barbadians in traditional African dance, to stimulate self-confidence 
and self-awareness among youth, and to help develop indigenous 
dance forms and introduce them into the school system, The acti- 
vities include: training of primary and secondary school teachers 
and community groups; conducting seminars in local schools and 
with other Eastern Caribbean groups involved in dance; preparing 
materials for mass media transmission; and composing and per- 
forming indigenous folk forms on stage, 





The scope of ongoing activities is wide and varied, as are the 
signs of impact. Among them are the following: Classes in dance, 
art, drama, creative writing, and handicrafts are held regularly. 
Yoruba has opened a shop to market the painting, sculpture, cera- 
mics, textiles, jewelry, and leather products of the participants, 
Yoruba has produced some television and radio series in coopera- 
tion with the government information services and the Caribbean 
Broadcasting Corporation, There is increasing interest in the 
transcripts, and the national radio and television are giving greater 
emphasis to Barbadian culture, The group is receiving requests 
from schools for instruction in dance and drumming, something that 
would not have been considered two years ago, 


Yoruba is also engaged in reactivating the "landship"’ community 
groups dating from the emancipation period, organizations which 
provided leadership at a community level and offered a structure 
for the resolution of common problems such as savings, sickness, 
old age allowances, burials, and agricultural production, The group 
is working with older people to record oral tradition and history, 
The Yoruba Press employs 18 people, It provides low-cost printing 
for many non-profit organizations and is a source of income for Yor- 
uba, This allows the enterprise to pay its own way and to finance 
publication of its own materials, These include folk songs, poetry, 
essays, novels, short stories, textbooks in agriculture and mathe- 
matics for the schools, the monthly newsletter "Yoruba Drum, "a 
literary quarterly 'Bumbatuk, '' and monographs on bush medicine, 


Yoruba has 35 dancers, mainly teenagers without secondary edu- 
cation or previous employment, The group stresses pride, excel- 
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lence, and professionalism in a situation that offers discipline, 
structure, recognition, and contribution, There is active interest 
and competition among youth to participate, for belonging to the 
group brings status and prestige, Aimless, unemployed youths 
have evolved into disciplined, achievement-oriented personalities, 
Several who had had problems with the law are among the 

top dancers, The activities of Yoruba have given rise toa 

a new attitude among the people about age, things past, and 
things Bajan. At the same time Yoruba is covering all overhead 
expenses with income from the activities; these are not tourist 
dollars, but support from the local population, 


While Yoruba continues and is a force within the society, it 
should be noted that it is not accepted or understood by all, Con- 
versations with some Bajans point out their dissatisfaction with 
Yoruba's emphasis on Africa and past values as being antiprogres- 
sive and retrogressive, 


Ayni Ruway - Bolivia, This project is an example of cultural 
expression linked to a more encompassing development effort, It 
grew from the deep convictions of a Bolivian psychologist about the 
devastating effects of the Quechua Indians' lack of self-confidence 
and inability to measure up to standards set by Western develop- 
ment models, The project was founded on the Quechua concept of 
ayni, a system of mutual aid, The premise was that three elements 
were essential and of equal importance: 





a. systems of production and consumption (ruway), 


b, systems of social support for health and well- 
being (khuyay), and 


c. systems of social and cultural communications 
(phujllay), 


The basic operating principle was to understand, respect, and 
follow, to the extent possible, the cultural patterns of the Quechua, 


The beginnings of the project were modest, A team of techni- 
cians started work in two villages to strengthen the production and 
marketing of local handicrafts, primarily woven goods, The langu- 
age used was Quechua, Along with the initial focus on production 
and marketing was recording and preservation of tales, legends, 
jokes, and customs, Theater was built in as an integral part of the 
program as a means of revitalizing tradition and dramatizing cur- 
rent issues of concern to the communities, Based primarily on im- 
provisation and mime and counting heavily on audience participation, 
the theatrical sketches are the principal vehicle for communicating 
with other communities and sparking interest in participating in the 
Ayni Ruway system, "Dramas begin with improvisations, Presen- 
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tation starts without any announcement when the actors change into 
costumes, walk to the middle of the patio, and begin their act with 
people sitting or standing around, It is a few minutes before every- 
one realizes what is happening. The space between the actor and 
audience is very tenuous; it sometimes gets invaded, The audience 
fully participates, often helping actors with their lines, "' 


From two communities in mid-1974, the program had expanded 
to six in a few months. A year later, there were 34 communities 
participating in some aspects of the system, As of January 1978, 
the number of communities had reached 64, and requests to be part 
of the system were coming in at the rate of one a week, From about 
600 people in the beginning, it has expanded to incorporate some 
15,000 in three years, In geographical focus, it has expanded from 
two communities in the Cochabamba Valley to communities in the 
Chapare region, the Altiplano, and slums of Cochabamba and La Paz, 
For each participating community, this expansion has meant increas- 
ing access to products well beyond the community's own resources 
and possibilities, 


A number of interesting developments have taken place, The 
pirwa, a traditional system of barter, was reinforced and provides 
for a complex exchange of goods outside the cash economy which is | 
weighted against the Quechua, Through a natural division of labor 
and the incorporation of producer communities from diverse ecologi- 
cal zones, a large part of families' needs for food, shelter, and 
clothing are supplied through the program, Substantial improve- 
ments in diet are one concrete result, Exchange among the ecologi- 
cal zones of Bolivia is a revitalization of the ancient Andean custom 
of ''vertical integration, ''as documented by ethnohistorians, In addi- 
tion to the pirwa, a larger system was created to encompass the 
functions of barter and to attend to social needs, This is a network 
of ayni wasis, translated as "house of everyone, '' With the ayni wasi 
centers and the attendant cultural activities, emerged local leaders 
and managers known as kamachis, meaning "responsible one, '' The 
kamachi is a member of the community who takes care of coordinating 
village-wide activities and inter-community relations, Over two- 
thirds of them are women, The kamachis now handle virtually all 
aspects of the ayni ruway system with assistance from the five tech- 


nical advisors, They handle all bookkeeping through a system they 
themselves devised, 








Participation in all aspects of the program is extraordinarily 
active, Beyond the material gains, there is clearly a sense of pride, 
accomplishment, and solidarity, Observers attribute the extra- 
ordinary level of interest and participation to the facts that: 1) the 
ground rules of language, design, and structure are familiar and 
understandable, Ina setting where everything Quechua has been con- 
sidered as second-class at best, the chance for Quechuas to take on 
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functions like technical assistance usually reserved for non- 
Quechuas has provided an impulse for all members to take on 
more responsibilities, 2) The key trading mechanism of pirwa 

is based on traditional modes of barter which are clearly under- 
stood and therefore easily managed by the communities them- 
selves, It offers a more "humanized" form of exchange than the 
cash market place, 3) There are clear benefits in both stand- 
ard of living and quality of life, The program has shown its abil- 
ity to survive and grow through its own earnings, This is especi- 
ally significant in an area where apathy and disinterest have been 
commonly cited as development problems, and where substantial 
external funding goes yearly to support large promotional and 
service institutions, 


Some Reflections 





The arts, culture, development and social change are broad 
areas, and the relationships among them touch on nearly every 
facet of human existence, In addition to the generally positive 
aspects of cultural programs described above, we are also left 
with some disquieting thoughts and concerns, Cultural activity can 
be a two-edged sword, Supported by sensitive groups genuinely 
interested in reinforcing cultural roots and strengthening identity, 
theater and its associated art forms can be creative endeavors, In 
the hands of those who believe they "hold the truth" and wish to win 
converts, or those who would use popular means to advance their 
own questionable causes, it can be a refined tool for manipulation, 
and possibly social engineering. We may summarize these con- 
cerns by quoting from Juan Diaz Bordenave, an agricultural com- 
munications specialist for the Organization of American States, 


'The traditional media have a great potential in achieving 
development goals because they have a wide audience and 
high credibility in the eyes of villagers, '' (Everett Rogers) 


'In order to convey a message with greatest effect one has 
to use particular language, symbols and styles familiar to 
the audience. The use of folk puppetry, opera, comedy, 
and the puppet play are trusted sources for conveying new 
ideas to people who are illiterate and unfamiliar with the 
processes of perceiving and interpreting symbols and mes- 
sages from other types of media, '' (Henry T. Ingle) 


I see in this discovery a lot of good and a lot of evil, The 
good is that the folk media are legitimate possessions of the 
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people, an intrinsic part o their culture, and so they have 
the right to be respected, supported, and used, However, 
and this is the evil part, the development thinkers' obses- 
sion with goal achievement and not with human growth may 
take up these folk media as another set of instruments 

for changing people's way of thinking, feeling, and be- 
having. And this is not the purpose and function of the 
traditional communication media, Their purpose is ex- 
pression, relationship, communion, escape, fantasy, 
beauty, poetry, worship. Never persuasion of people to 
vaccinate, to implant I, U. D.s, to fight parasites, or to 
eat vegetables. Iam afraid that as soon as the people 
realize that their folk songs, peems, and art are being 
used for subliminal propaganda, they will let them die, 

Of course the contemporary forms of folk media must 
reflect the new preoccupations of a people in movement 
toward development, New dreams and anxieties will 
appear naturally in the songs and poems of the masses, 


There is a tendency to equate--mistakenly we think--culture 
with race, religion, or nationality, The activities in cultural ex- 
pression we have thus far supported are primarily among distinct 
races, i,e., Blacks and Indians, and to a much lesser degree 
among the rural poor of the same cultural background as others 
in the society. Is it possible that we were reacting as outsiders, 
hence vulnerable to making clearcut, oversimplified distinctions 
that reflect our understanding of our own society more than the 
cultural realities of other societies ? 


Centralization and homogenization seem to be overall trends in 
most nations, We have nonetheless supported decentralization and 
diversity through many of our projects, Critics have pointed out 
that an essential ingredient of the United States development process 
was to integrate a variety of ethnic identities into a dominant culture 
--though reshaping it in the process, Today many of the ethnic min- 
orities are beginning to assert themselves more than ever before, 
Could it be that a concern with minority identity is a luxury of the 
development process, more feasible after a certain stage of national 
integration and economic development has been reached? Are roots 
and heritage and identity important only to the elite and the intellec- 
tuals, and secondary or even ludicrous to the bulk of the population? 
There are many indicators that, if given the chance (i.e, if they were 
accepted as equals by the dominant group), many disadvantaged people 
would gladly assimilate into the prevailing national culture, Also, sep- 
aratist cultural movements are often the pioneers of political separat- 
ism, Would we, for example, have supported the cultural groups in 
Quebec that are now the vanguard of moves toward secession from 
Canada? Would we support the Basque separatists in Spain that focus 
on ethnic and regional pride through the arts? 
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While we place great importance on popular participation, we 
should also recognize that cultural expression projects are generally 
marked by strong, dominant individuals who provide the intel- 
lectual, creative, and motivating force behind them, Another 
point to consider is the following: we do believe in the right of 
all peoples to live and express freely their cultures, But must 
one not ask about the nature of a culture, about its values, its 
guiding principles as they are or might be manifested in action? 
For example, does it tend towards intolerance and discrimina- 
tion against other cultures, no matter how "weak" it may be? Do 
the internal relationships among its members suggest notions of 
greater justice and equity, or do they raise doubts? 


Because we are in the development assistance business, we 
have felt compelled to confine our attention to certain defined 
activities carried out in certain places over a short timespan, 
and try to explain their connection to more commonly accepted 
concepts of development, Yet when one takes a glimpse across 
the span of recorded history, the arts often appear as live and 
potent forces in the currents of social change, at times immediate 
in their impact, and at others long term and cyclical. 


Those who would think that the arts are merely the fine lace of 
a civilization might take a pause to consider the following: During 
the depression of the 1930s, the Work's Progress Administration 
(WPA) Federal Theater Project in community theater, painting, 
and other arts was designed to renew the vitality, confidence, and 
identity of the American people, . Many would assert that the novels 
of Charles Dickens, showing the human misery produced by indus - 
trialization, spurred reform in Great Britain, In several coun- 
tries of the Western Hemisphere, the African slaves were prohib- 
ited from drumming and dancing for fear these activities would 
inspire revolt, The most recent Greek military regime banned 
the dramas of Euripides, and much of contemporary Greek music, 
Va Pensiero, a chorus from one of Verdi's early and otherwise 





unsuccessful operas, overnight became a rallying cry of the 


Italians in their struggle for independence from the Austro- 
Hungarian Empire, 


[ Extracted from an unpublished 
report of the Inter-American 
Foundation, April 1978. ] 
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Cultural Movements and 
Ethnic Change 


Donald L. Horowitz 


[ A political scientist reviews, with examples, pre- and post- 
colonialist cultural movements in Asia and Africa and their 
relation to changing ethnic group membership and conflicts, ] 


In recent years there has been a tendency to 
emphasize the phenomenon of change in the inter- 
pretation of ethnic politics and ethnic conflict, 
Ethnic groups were long regarded as largely un- 
changeable forces, actors of politics more than 
acted upon, Today, the emerging view stresses 
the fluidity and variability of ethnic identities and 
relationships. Ina fairly short time, social sci- 
entists have moved from metaphors of blood and 
stone to clay and putty, 


I intend here to explore several patterns of eth- 
nic change with material drawn from the colonial 
and post-colonial experience of developing countries, 
In each case, I take as my main theme the interplay 
between movements of cultural revival and changes in 
the boundaries and conflict relations of ethnic groups. 
During the colonial period, a great many movements 
of cultural revival were born among the non-European 
subject peoples, These movements ranged from mild 
literary, religious, and historical revivals to full- 
fledged revitalization movements and crisis cults, 
Their most common theme was the attempt to recap- 
ture a fading culture or a glorious past, in order to 
explain an unsatisfying present and point the way to a 
more fulfilling future, Many of these movements had 
roots in ethnic relations, and many more ultimately 
had effects on ethnic relations, 


Dr. Horowitz is currently a senior 
fellow at the Smithsonian Institution's 
Research Institute on Immigration and 
Ethnic Studies in Washington, D.C. 
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Revival Movements and Group Boundaries 





Those who seek to promote or reverse boundary changes (that 
is, changes in the definition of who is inside and who is outside 
an ethnic group) are generally also proponents of movements to 
reorient collective beliefs. When threatened changes in group 
boundaries spur cultural revivals, the forms taken by the move- 
ments bear a relationship to the kind of boundary change that is 
occurring, If the drifting apart of subgroups is to be reversed, 
the reconstruction of history that is likely to take place will no 
doubt lay considerable emphasis on myths (or facts) of common 
origin, and especially on a single ancestor, If, however, what is 
feared is the loss of distinctive identity through merger into some 
other group, a greater emphasis may be placed on recalling the 
ancient glories of the culture that binds group members, resusci- 
tating all that distinguishes them from others, destroying all that 
links them to others, Here form follows function, This can be 
made clear by considering examples of both types of movements, 


Movements of assimilation, Cultural movements among the 
Fang of Gabon and Cameroon were clear responses of the Fang to 
their increasing differentiation. Conquerors of significant parts of 
equatorial Africa, the Fang were then conquered in turn by the 
French, In the course of their migrations and conquests, they had 
become dispersed and divided into many clans and dialect clusters, 
some of which were mutually hostile. This disintegration had 
important consequences for group ambitions, for in both Cameroon 
and Gabon the Fang found themselves in increasing contact with 
other ethnic groups, Particularly in Gabon, the Fang were in the 
early part of the twentieth century developing a rivalry with the 
more educated and better-placed Mpongwé, which after World War 
II grew into political conflict, 





The Fang, then, had reason to return to their past, to reaffirm 
its validity and utilize it to recreate the unity that, according to 
Fang myth, had earlier prevailed. A prominent part in the Fang 
revival was played by a legend of common origin and migration, 
which rested on genuine genealogies but also contained new ele- 
ments of dubious historical accuracy, The legend traced the dis- 
persion and conflict among the Fang, explaining these in terms of 
family quarrels and analogizing them to strife among the European 
powers, The legend thus constituted something of a rejoinder to 
European assumptions of superiority and provided an inclusive 
basis for ethnic identity in the face of ethnic competition, The Fang 
movement was an integral part of attempts by the Fang to reconsti- 
tute themselves, for they well understood their dispersion was a 
weakness and that only through regroupment could they expect to 
exert influence in tribal and colonial affairs, In this, the Fang 
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have been at least partially successful, Though coastal and 
inland Fang have been at odds, the Fang have nonetheless parti- 
cipated in politics on the basis of a unity that has transcended 
the old divisions of dialect and clan, with various reconstitutive 
cults lending their support to Fang-dominated political parties, 


The Fang legend was thus an important instrument of political 
regroupment in the hands of an early group of African nationalists, 
Similar legends have served similar purposes for other fragmented 
groups, such as the Lozi of Zambia, the Bakongo of Zaire, Angola, 
and the Congo Republic, and the Yoruba of Nigeria. During the 
colonial period, the Yoruba, searching for commonality, turned 
to their mythical ancestor, Oduduwa, and founded a cultural organi- 
zation based on that myth. The Egbe Omo Oduduwa (Society of the 
Children of Oduduwa) was closely linked to the Yoruba political 
party, the Action Group. Indeed, the Action Group was created 
by the Egbe and its leaders, Like the Fang, the Yoruba had under- 
gone a process of internal differentiation into a number of sub- 
groups, and conscious attempts were made to unite them as the 
colonial period drew to a close, The common ancestor myth was 
an integral part of this regroupment, One of the purposes has 
been to unite the Yoruba, who were divided into independent states 
which warred against one another throughout most of the last cen- 
tury. Also like the Fang, the Yoruba managed to surmount internal 
differences and participate in politics on a broader group basis, but 
the regroupment was not complete, At various points, the Yoruba 
fell back on their earlier subgroups for political organization. 


Movements of differentiation, Whereas groups threatened with 
differentiation turn to the past to reduce their diversity, groups 
threatened with assimilation resort to their history to affirm their 
distinctiveness, Often begun by those group members furthest 
along in the individual assimilation process, these movements 
commonly result in an explosive and violent assertion of group 
separateness, 





The Kurdish cultural revival of the 1920s and 1930s was a 
reaction to an apprehended loss of distinctive identity. Kurdish 
migrants to distant towns, particularly professionals and civil 
servants, had many incentives to adopt the local languages and 
succumb to Arabization in Iraq, Persianization in Iran, or Turki- 
fication. In this way, elites were being siphoned off, their group 
membership forgotten. Persian, Turkish, and Arabic had been 
making inroads on the Kurdish language, and Kurdish literature 
was in decline. After World War I, however, the British tried 
an experiment in establishing a Kurdish regional administration 
in Sulaymani, Iraq. The language of administration and education 
was Kurdish, The experiment, though short-lived, had a profound 
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impact in the Kurdish areas of Iraq. There was a rapid upsurge 
in Kurdish cultural activity. Kurdish literature, newspapers, 
grammars, religious and political essays were all produced in 
abundance. ''Kurdish progressively replaced Persian and Turk- 
ish for private correspondence, ,. The extended use of the 
language marched hand in hand with the nationalist spirit, and 
there was a conscious effort to resist the encroachment of Arabic 
words and to preserve the rich and lively native vocabulary un- 
spoiled, '' The Kurdish cultural revival in Iraq was the precursor 
of a full-fledged separatist movement that has flared into civil war 
intermittently in the intervening 50 years, 


The Kurdish movement shared many elements in common with 
revivals among the Basques in Spain and the Sikhs of the Punjab in 
India. As the Kurds feared assimilation in distant urban centers, 
so the Basques had begun to lose portions of their elite in Spanish 
towns, Begun by Castilianized urban intellectuals, the Basques' 
movement back to their folkiore, dancing, and history glorified 
the purity of the rural Basque way of life. Reacting against the 
fact that Basque had become merely the "language of the stable, "' 
a young Basque lawyer who had learned Basque only as an adult 
set out to excise Spanish words from his adopted tongue, 


A comparable "purification" was a central feature of the Sikh 
movement, which systematically eliminated Hindu influences from 
Sikh religious practices, The aim of the Sikh reformers was to 
prevent the assimilation of the Sikhs into the mass of Hinduism. 
To accomplish this, they introduced new religious rites, new 
schools, and new systems of shrine management, The struggle to 
claim control of the Sikh shrines or gurdwaras from their Hindu 
custodians became a mass movement that embittered Sikh-Hindu 
relations, 





Although the rhetoric of the Sikh movement was cast in terms 
ofa "return'' to a purer state of orthodoxy, the traditionally close 
relations of the two religions made this a description of doubtful 
historical accuracy, Guru Nanak, the founder of Sikhism, was, 
like his successors, a Hindu who preached to Sikhs and Hindus 
alike. The reforms, therefore, created embarrassing contradic- 
tions between the works of the original gurus and contemporary 
Sikh doctrine, But the goal was to reinforce and compel official 
recognition of Sikh identity, and later a separate Sikh state, This 
goal prevailed over doctrinal fidelity, perhaps because the reform 
movement was closely tied to the Sikh political party, the Akali Dal, 


The Sikh movement had a linguistic aspect, as well as a relig- 


ious aspect. The Punjabi language had been pushed to one side, 
eclipsed first by Persian, brought by the Muslims, then by Urdu 
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and English, and finally by the Hindi of the Hindu reformers, 
Punjabi was "relegated to the home, the women and the illiterates, " 
For religious purposes, the Sikhs had, however, adhered to Pun- 
jabi, written in the Gurmukhi script they had devised for their 
scriptures. As Sikh separatism grew, the Akali Dal demanded, 
alternately, a Sikh state and a Punjabi-speaking-state with 
Gurmukhi as the official script. 


As these capsule summaries suggest, one of the most important 
functions of cultural movements is to support ethnic boundary 
maintenance or, more properly, boundary reconstruction, Typi- 
cally, they attempt to repair breaches in boundaries and prevent 
the loss of group members, especially elite members, They 
infuse group identity with a new or revived cultural content that 
may command greater allegiance or demarcate the lines between 
groups more clearly, reducing the element of individual choice in 
identity. That cultural movements are employed to effect, fore- 
stall, or reverse boundary changes is, of course, evidence that 
cultural practices and institutions are not givens of ethnic identity 
but may actually follow from it, 


Revival Movements and Anti-Colonialism 





Cultural revivals have often constituted integral parts of 
broader anti-colonial movements, For colonization was a chal- 
lenge to the value and vitality of the cultures of the colonized. 

The ultimate foundation of colonial rule was, after all, an 
assumption of the ethnic supremacy of the colonizer, This 
assumption forms the basis of policies that have profound con- 
sequences for social structure, including policies that denigrate 
traditional values and criteria of stratification, It is not sur- 
prising that ethnic domination should provoke a response cast in 
ethnic terms, or that even those movements that begin by being pan- 
ethnic and inclusive should end by themselves being ethnic and ex- 
clusive, 


A leading role in the early stages of many nationalist move- 
ments of cultural revivai was played by members of the Western- 
educated elite, To the extent that the movement endeavors to 
relocate fast-disappearing roots, it may become the special pre- 
occupation of the intellectual who finds himself somehow out of 
the mainstream of his society's attitudes and ways of life, and 
seeks a way of personal reintegration into the community. More 
than one movement back to traditional culture and institutions has 
begun in the towns of the developing world, among the Western- 
educated intelligentsia who, after all, constitute a living example 
of the erosion of traditional culture, Though the movement may 
begin there, it cannot end there, For the Western-educated elite 
is likely to be ignorant of customary religious practice, deficient 
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in local historical knowledge, unread in local literature, and per- 
haps not even fully competent in its own language. In the last 
analysis, it is dependent on more indigenous intelligentsia to 
carry forward the rediscovery process, 


For its own reasons, the indigenous intelligentsia, too, may 
feel aggrieved by the introduction of alien modes of behavior, of 
new criteria of stratification, and by the erosion of traditional 
values--to resent, in other words, being "in moral bondage to the 
West, '' Deprived of their former standing, their venerated prac- 
tices regarded as anachronisms, mere relics of tradition, and 
their language described as primitive, the priests and the ''ver- 
nacular-medium'" teachers, journalists, and writers are com- 
monly the most active militants in these movements, As practi- 
tioners of culture, they are indispensable to any cultural move- 
ment, Because of a parochial outlook and their personal stake 
in the ethnic culture, these functionaries are inclined to turn 
the movement in a subnational direction--that is, after national 
independence is attained, such groups may turn in an ethnic 
direction, 


In a multiethnic society they have little choice, In content as 
in leadership, the activities of cultural movements are bound 
to be conducted at a distinctly subnational level, The cultures 
to be revived are associated with the particular ethnic groups, 
Where the only culture shared across ethnic groups is one asso- 
ciated with the colonizer, it can hardly form the basis of a 
nationalist revival, If the movement is to have a cultural con- 
tent, it simply must occur at the level of the local languages, 
histories, religions, and traditions, It is of no importance that 
the languages may borrow foreign terms or alphabets, that the 
new histories may contain large components of myth, that the 
religious societies may draw on Western organizational forms, 
or that the traditions may not be entirely authentic, To attempt 
to return to a culture is not necessarily to recapture it in its 
pure form, A group responding to Western pretensions by re- 
turning to its own culture may borrow the weapons of the enemy, 
if only to fight him more effectively, The Buddhist schools 
established in Ceylon were modeled on the British type. The 
Bwiti religious movement in Gabon conducted its rites in chapels 
containing alarm clocks that could specify ritual hours witha 
precision and reliability designed to replicate European efficiency, 
Authentic or not, the Buddhist schools were unmistakably Sinha- 
lese, just as Bwiti was clearly a Fang movement, 





The case of Sri Lanka, The nationalist origins and ethnic 
results of cultural revivals can be clearly seen in the case of Sri 
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Lanka, previously known as Ceylon, The resurgence of Buddhism 
formed the basis of early anti-colonialism; and eventually it 
fostered deep divisions among ethnic communities, 


Four and a half centuries of Western colonialism, beginning 
with the Portuguese and Dutch and ending with the British, had 
greatly disrupted traditional social, religious, and political 
institutions, In the nineteenth century the Sinhalese, the ethno- 
linguistic group which forms the large majority of the population, 
began a movement of revival. Much of the impetus emanated from 
the coastal areas that had most felt Western influence, Early 
leadership was provided by members of the middle-class lay 
intelligentsia who had been educated in the Christian missionary 
schools of the Southwest and had reacted to Christian evangelical- 
ism by developing a renewed interest in Buddhism and enthusiasm 
for its regeneration, The movement was unquestionably anti- 
colonial, The main focus of the revival was the reconstruction of 
Buddhism, which had suffered from the impact of Christian mis- 
sionaries and from the loss of the traditional patronage of the 
Sinhalese monarchy, Nevertheless, the means of reconstruction 
were hardly traditional, Buddhist schools consciously emulated 
the Christian and secular schools introduced by the British, 


The early leadership of the Buddhist revival was provided by 
those most exposed to the West; but it was propelled forward by 
the efforts of the Buddhist monks, who had suffered a decline in 
prestige and influence under British rule. After independence 
the movement came more and more to depend on government 
patronage, and the monks became more and more immersed in 
political activity, Once their influence was felt, as it was rather 
dramatically in the 1956 election, not only was government support 
for religion forthcoming, but the monks became a powerful interest 
group whose concerns had always to be taken into account, The 
main Sinhalese parties have competed for their support, and on 
certain ethnic issues have been obliged to accord them, in effect, 

a veto, As might be expected, the concerns of the monks have 
tended to be highly parochial, Their political activity has pre- 
vented those Sinhalese who are opposed to Sinhalese 'communal- 
ism'' from dictating the course of Sinhalese relations with the 
Tamils, i,e, the Hindus who came from South India many centuries 
ago and who form an important ethnic minority, 


Buddhism and Sinhalese ethnic identity are closely interwoven, 
For the Sinhalese, Ceylon is "the island destined to preserve and 
propagate the Buddha's doctrine, '' Necessarily, therefore, the 
Buddhist revival strengthened realization of the unique bonds be- 
tween Buddhism and Sinhalese, When memories of the past were 
recalled, it was a Sinhalese past that was remembered, Revived 
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memories of the ancient wars between Sinhalese and Tamils, 
preserved in the Mahavamsa [ the Sinhalese chronicle] and the 
folk-legends of the Sinhalese, emphasized the past periods of 
struggle with Tamil invaders and tended to depict the Sinhalese 


people's triumphs and humiliations as victories or defeats in 
contests with tne Tamils. 





Ultimately, the cultural resurgence in Ceylon turned against 
the Tamils. As the Tamils were Hindus, no Buddhist movement 
could possibly encompass them, There was no traditionally 
inclusive 'Ceylonese" culture to revive, and the earlier close 
contacts of the Sinhalese with the Tamils and of Ceylon with South 
India were forgotten, There was, for example no historical 
memory of the rather considerable early intermarriage between 
Tamils and Sinhalese, or of the absorption of large groups of Tamil- 
speaking immigrants into the Sinhalese caste structure a few cen- 
turies ago, Nor was there any acknowledgment of cultural pene- 
tration, such as the presence of Hindu deities in Buddhist temples 
or Tamil roots in Sinhalese words, The Buddhist revival was 
selective, It sharpened the sense of Sinhalese uniqueness, While 
it helped create the bases for opposition to foreign rule and for 
mass participation in politics, the Sinhalese revival simultane- 
ously contributed to conflict with the Tamils, 


The Politics Of Culture 





Those cultural movements that aimed at the reconstruction of 
ethnic boundaries generally had close and explicit political connec- 
tions from their inception, Harnessed to the exigencies of party 
politics, one of the main purposes of such movements was to 
sanction a realignment of group boundaries that would leave the 
groups better equipped to cope with the struggles ahead, A group 
vulnerable to subgroup fission was liable to divide its support 
"uneconomically'' among several political parties unless efforts 
were first made to lay the foundation for ethnic reunification, 
Those movements that aimed to unify fragmented groups like the 
Fang and the Yoruba were generally utilized by political party 


leaders, with varying success, to mobilize the groups for effective 
party competition, 


On the other hand, movements that aimed to reassert the dis- 
tinctiveness of groups believed in danger of assimilation--Kurds, 
Basques, and Sikhs--soon became separatist, The first two paved the 
way for secessionist insurgencies; and the Sikh movement periodi- 
cally threatened to cross over into insurrection until a separate 
Indian state was finally created for it in 1966. The violently 
separatist character of these responses to impending assimilation 
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is a powerful point in the case against assimilationist policies 
of nation building, 


Cultural movements that pointed initially in an anti-colonial 
direction arrived more slowly and circuitously at the same destina- 
tion, Although anti-colonial revival movements usually preceded 
party activity, they later established links with political parties, 
and it was not always easy to demarcate the lines between the two, 
Overlapping membership tended to infuse nationalist parties with 
a sometimes unwanted ethnic character, After independence, the 
previously-suppressed indigenous elites who rose to prominence 
in such movements usually retained the position they had gained, 
challenging Western-educated elites, who sometimes exhibited 
continuing disdain for their influence, 


The links forged between cultural movements and political 
parties also gave the movements influence over the direction the 
parties took, imparting cultural content to the political claims 
advanced by the parties, With political power now accessible, 
adherents of the movements were often in a position to condition 
their support on state recognition and patronage--for example, of 
religion in Burma, religion and language in Ceylon, Success in 
the struggle for recognition of such claims bolstered the status of 
the generally ethnocentric functionaries who led the movements, 

At the same time, demands for state patronage and official adoption 
of ethnic symbols were seen as exclusivist by members of other 
ethnic groups, Concessions to such demands precipitated seces- 
sionist movements in Burma and ethnic violence in Ceylon. Cul- 
‘ure had become a public issue, its revival an intrinsically divisive 
matter whose reverberations could not be confined to the pages of 
the grammars or histories, 


[ Extracted from The Annals, Vol, 
433, September 1977, pp. 7-18. 
Copyright© The American Academy 
of Political and Social Sciences, 
Philadelphia, Pa. ] 
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Quadractor 
climbing slope, 
(See page 94 for 
more detail, ) 


China: mono-cycle 
pulling single-axle 
cart, 


Super-special 
single-axle 
motorcultivator 
with attachment 
for use as water 
pump. (Manufac- 
tured in Italy, ) 
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Pangolin tractor 
with roof, (Manu- 
factured in the 
Ivory Coast, ) 


Mitsubishi all- 
terrain vehicle used 
as dump truck with 
stones, (See page 93 
for more detail, ) 


Some Thoughts on Intermediate 
Technology and Rural Transport 


JI. D. G. F. Howe 


[ Simple vehicles lower in cost than modern trucks, less demand- 
ing for repair or local manufacture, and requiring less costly 
roads, can have wide application in rural development, Rural 


transport planning requires careful study of local conditions and 
resources, 


The precise role that transport plays in develop- 
ment has long been debated, The studies of the 
Brookings Institution and others like them in the early 
1960s were essentially passive in that they were con- 
cerned with assessing the effects that transport in- 
vestments had made, not of the process of change, 
The last half-decade, however, has seen the start of 
what might be termed active studies with the emphasis 
on the technology of road transport, the dominant mode 
of travel of the poor, Initially the focus has been on 
the methods of building roads, but more recently a 
concern for the technology of the vehicles themselves 
has been evident, 


Low-cost vehicles 





The rural transport problem in developing coun- 
tries is essentially one of providing or improving the 
quality of access, The term access has meant almost 
exclusively road access, The concession to the pos- 
sibility that developing countries might have specie 
rural transport problems has been the considerabie 
effort devoted to the subject of low-cost roads, Since 
1951 the Permanent International Association of Road 
Congress (PIARC) has held four-yearly conferences 


Dr, Howe is an Associate of 
Alastair Dick & Associates, 
Transportation Planning Consultants, 
Coventry, England, 
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on "low-cost roads", Curiously, until last year there were no 
parallel internationally organized discussions of "low-cost 
vehicles'' or indeed any other type of road vehicle particular to 
developing country needs, In retrospect this omission is very 
odd, Transport comprises a system: some form of vehicle, and 
a "'track'! or route upon which that vehicle moves, We appear to 
have expended considerable time, money, and effort in seeking 
to optimize the one to the almost total exclusion of the other, 


It is arguable in fact that the developed world has never 
seriously tried to design for the needs of the developing countries, 
The cars and trucks imported into many developing countries 
embody features, in terms of performance, styling, and equip- 
ment, which are clearly surplus to the needs of relatively poor 
communities, Even vehicles such as the Land Rover and Jeep 
were first and foremost products of military requirements, and 
only subsequently was it seen that the "rough road" conditions of 
many developing countries offered a further market, This was in 
reality a continuation of a traditional marketing policy of developed 
countries: design a product for the home market first and then, 
with the minimum of alterations, sell it elsewhere, 


The design, and hence cost, of a modern road is predicated 
upon the performance characteristics of the private car and truck 
(lorry), The assumed speed that car drivers "desire" dictates the 
standards of horizontal and vertical curvature; and the expected 
axle load of goods lorries governs the road's structural strength, 
Neither of these vehicles, however, has ever been shown to be 
essential, much less the optimum, for rural development, In 
certain circumstances, particularly those typical of rural peasant 
societies, other simpler and probably cheaper vehicles might 
suffice just as well, or better. Slower and lighter vehicles would 
allow the alignment, strength, and width of roads to be reduced 
relative to present standards with, at least potentially, a consider- 
able saving in costs, Of course, the usual argument against sucha 
course of action is that by so doing user costs would rise, leading 
to an increase in the total cost of transportation, The appeal of 
this argument is superficial, It has merit only because we are 
unable to account fully for the consequences of road improvements, 
a situation which artifically exaggerates the importance of those 
benefits we can quantify. But in terms of instigating or contributing 
to development, all the available evidence suggests that the exist- 
ence of a route is the first order of importance; its quality is a 
secondary consideration, 


A further objection to the possibility of designing simpler and 
cheaper roads to match the reduced performance of low-cost ve- 
hicles is the problem of controlling their use, and hence likely 
damages, by conventional lorries and cars, This is by no means 
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an insuperable problem, In many instances a limitation could be 
incorporated in the design simply by making the roads and bridges 
sufficiently narrow to bar physically the conventional vehicles, In 
other cases vehicles could be barred by suitable administrative 
action at strategic places. For years in many parts of Africa 
large vehicles have been banned from using earth roads when the 
surface was wet, A simple barrier across the road manned by 

the police or other public authorities has sufficed, Where there 
has been the will to enforce these measures the system has worked 
well, 


In the development of road transport in developing countries 
the implicit assumption appears to have been that the private 
sector would supply whatever vehicles were necessary to make 
sufficient use of the roads provided by the government, That 
this supply would appear has been taken for granted, and that it 
might not in any way be appropriate to needs was hardly considered, 
It is only recently that some of the drawbacks of this laissez faire 
policy in respect of vehicle supply have been recognized, Barwell 
gives an example of perhaps the most extreme consequences of 
such a policy. In Papua New Guinea between 1969 and 1974, 436 
different makes and types of car and truck were imported, This 
led to severe shortage of spare parts, and exposed the lack of 
suitable vehicle maintenance skills, Government concern about 
this situation led to a Commission of Enquiry which, among other 
things, recommended that: 1. imports be limited to a few motor- 
ized vehicles, and the private car be phased out completely over a 
10-year period; 2, encouragement be given to bicycles and pedal- 
driven cargo vehicles, including the experimental construction for 
evaluation purposes of a bicycle path system in the capital, Port 
Moresby; 3, investigations be made of simpler motor-cycle based 
vehicles and the Asian Utility Vehicle (AUV) used in the Philip- 
pines. Whether these recommendations will ever be implemented 
remains to be seen, but they clearly indicate the alarm felt about 
the disadvantages of allowing unrestricted use of conventional 
motor vehicles, 


China, India, and the Philippines are among the very few devel- 
oping countries that have attempted to restrict the number and 
type of vehicles to those considered most appropriate to their stage 
of development, Most developing countries lack low-cost private 
vehicles widely disseminated among the majority of the population 
of industrial workers, small businessmen, and, in particular, 
rural farmers, This fact is particularly stark in Africa. Between 
headloading and walking, and the movement by conventional car, 
bus, or lorry, very few alternatives exist, Camels and donkeys 
are used to a limited extent in some areas, but in general hand- 
or animal-drawn carts and motorcycles have made little impact, 
Although bicycles are more widely disseminated they are little 
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used as goods carriers and few attempts to adapt them for this 
role, other than by the provision of a simple carrier over the 
rear wheel, can be found, 


This is in marked contrast to the situation in South and East 
Asia, The importance of India's 13 million bullock carts to the 
country's transport system has long been known and remains un- 
diminished by the motor vehicle, Thanks to the oil crisis, people 
who used to talk about the mechanization of rural transport are now 
conceding the key role the humble bullock cart plays in transporting 
men and materials from villages to towns, This is true of all South 
and East Asian countries whose economies are predominantly farm- 
based. Perhaps not so obvious until recently has been the very 
significant transport role filled by hand, bicycle, and motorcycle- 
powered vehicles in countries from Pakistan in the West to Korea 
and China in the East, 


The success of these simple vehicles in Asia was made possible, 
to a considerable degree, by the ingenuity and innovative skills of 
local entrepreneurs, In addition, developments of low-cost ve- 
hicles in the last two decades in China and India owe much toa 
planned government emphasis on simple means of transport, For 
example, between 1959 and 1974, by severely restricting car im- 
ports and by giving special assistance to indigenous manufacturers 
of two- and three-wheeled vehicles, India achieved the following 
growth rates in its vehicle population: . 


per cent 


Cars and Jeeps 180 
Commercial vehicles 100 
Scooters 2,790 
Motorcycles 1,560 
Three-wheelers 820 
Mopeds 2, 350 


The very rapid increase in two- and three-wheeled vehicles is not 
just a case of expansion from a small base, In 1959 they were a 
quarter as numerous as four-wheeled vehicles; by 1974 they were 
twice as many, 


Goods movement requirements of 
rural African farmers 








The identification of any transport requirements is complicated 
by the circular nature of the supply-demand relationship, A visible 
transport supply is only manifest as a response to a demand for 
movement, Conversely a demand for transport is only likely ifa 
ready supply of services is available, Thus, it is unlikely that one 
would find, and therefore unproductive to look for, farmers produc- 
ing goods that they would not be able to transport to market. 
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Evidence of deficiencies (i, e, latent demands or a less than opti- 
mum supply) in an existing transport system must be looked for in: 


(i) excessive movements and costs due to the necessity of 
using inappropriate modes; 


(ii) ineffective utilization of existing transport capacity; 


(iii) excessive time devoted to transport activities due to 
the employment of inappropriate means; 


(iv) untimely receipt of farm inputs (fertilizers, insecti- 
y os Pp 
cides, etc.) or delivery of outputs; and 


(v) restricted use of available productive land because of 
among other things, inadequate transport capacity, 


Sunimary of rural goods transport costs and charges 
US $ (Juiy, 1976 prices). 








Cost Charse 

Mcans of goods movemert $/tenae km $/tonne km 
Lorry 0.04 024 

) Bus | 0.05—0.08 0.12—3.50 
Taxi’ 0.CGO—0.07 0.12—11.83 
Tractor and trailer 0.12—0.713 0.24—-1.54 
Ox-cart (2 oxen) 0.10 0.27—1.65 
Donkey cart 0.19 a 
Donkey 0.67 2.14—4.95 

} Bicyclo 0.19 NA 
Bicycle and trailer 0.15 NA 
Pedal-driven tricycle 0.13 NA 
Wheelbarrow 0.67 NA 

Headloadiag 2.02 SS—7.43 





The above table gives a summary of the estimated costs and 
charges of the different forms of transport a representative Afri- 
can farmer might use, Many of the figures must be treated with 
extreme caution as they are based on fragmentary evidence, It 
would, for example, have been preferable if the effect of distance 
and type of road could have been separated, but this was not pos- 
sible, Nevertheless, the main conclusions are so robust that the 
cost figures would need to be wrong by several orders of magni- 
tude to alter them significantly, They are that: 


(i) For short-distance trips, which for most small- 
holders must be considered the norm, charges 
exceed costs by a factor of 10 or more if bus, 
taxi, or ox-cart are used, 
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(ii) For short-distance trips, the cost of most primitive 
forms of transport--donkeys, wheelbarrows, and 
headloading--is relatively very expensive, This is 
because of their slowness, notwithstanding the low 
value assumed for operator time. 


(iii) For journeys from the roadside to market, 'special- 
hire! taxi transport is probably the most expensive 
to the smallholder. It also appeared to be one of the 
most common, 


(iv) Ox- and donkey-carts and pedal-powered vehicles 
offer the potentially lowest cost of transport to the 
smallholder for on-farm and farm-to-roadside goods 
movement, 


In considering these conclusions it is vital to bear in mind that 
of equal, if not more, importance to transport costs and charges 
are: 


(a) the choices that are actually available to the farmer; and 
(b) where conventional services are not available, what he 
can afford to buy for himself, 


If there is no sensible alternative, it is largely immaterial if a 
particular mode of transport is costly. In the study area, lorry 
services were uncommon because of the generally scattered and 
small consignments offered by smallholders, Buses were largely 
confined to the main roads; and few tractors and ox-carts were 
engaged in transport for hire, This situation probably accounts for 
the high charges taxis were able to command; in many cases they 
were the only service to be had, 


If conventional transport services are scarce or expensive, and 
the marketing and cooperative organizations are unable to organize 
collection and delivery for the smallholder, he must fend for him- 
self, The critical factor in improving the transport available to the 
smallholder then becomes what he can afford, The very low unit 
costs of movement that lorries and pick-ups can achieve are im- 
material to the farmer who cannot afford such vehicles, It was 
estimated that the study area contained 1,2 million smallholders 
and that about 80 percent earned an annual gross, not disposable, 
household income of $25 or less, It follows that the purchase of the 
cheapest conventional motorized vehicle (pick-up $4, 750) would be 
beyond practical consideration, Even oxen ($50-70 each), an ox- 
cart ($120-180), a bicycle and trailer ($130-150), or a wheelbarrow 
($35) would represent a considerable investment, These are the 
economic realities among many smallholder societies, Handcarts, 
bicycles, and animal-drawn carts may be the only possible means 
of transport the majority of small-holders can afford to own, There 
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should be no technical reason wny these vehicles should not be is 
well designed and manufactured as other more expensive models, 
so that they perform efficiently and make a worthwhile contribu- 
tion to the smallholder's transport requirements, 


Intermediate Technologies 





The available evidence suggests that there is considerable scope 
for the application of intermediate technologies to the rural trans - 
port problems of developing countries, This is particularly so for 
sub-Saharan Africa, The case for the application and improvement 
of intermediate methods of road construction is already well estab- 
lished, and with the force of the major development institutions be- 
hind it wider use seems assured, But this is not yet the case for 
the application of intermediate forms of transport to the movement 
of goods and people,°and the barriers are formidable, Not the least 
are the institutional and attitudinal barriers, The notion of infer- 
iority attached to simple forms of transport is a deep-rooted one, 

It may be overcome when there is a wider appreciation of the econ- 
omic constraints within which improvements to existing transport 
must be sought, Certainly this sense of inferiority is less apparent 
among the users than the policy-makers, Thinly scattered about 
sub-Saharan Africa can be observed a variety of simple means of 
transport; but pedal-power is rare, and animal- and manually- 
propelled vehicles predominate, Although these 'home-made' ve- 
hicles are invariable of crude and inefficient design, their distribu- 
tion and their very existence indicate clearly the inherent demand, 


Given that the income of rural farmers extends over a consider- 
able range and that topographical and farming systems vary consid- 
erably, there cannot be one vehicle that will be appropriate to them 
all. The strategy for improving the transport capabilities of rural 
farmers must be based on providing a graduated choice of vehicles 
whose performance matches need, and whose cost is in sensible 
relation to income, Much could be learnt from Asian developing 
countries where intermediate forms of transport are firmly estab- 
lished and thriving, although they are more a feature of urban than 
rural areas, There are several types of vehicles--pedal tricycles, 
mopeds, and motorcycle-based three-wheelers--that are unknown in 
Africa, but whose price and performance commend their being intro- 
duced, 


[ Extracted from ODI Review, No. 
l., 1977, pp. 27-39. Published by 
the Overseas Development Institute, 
London, England. | 
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Appropriate Pedal Vehicle 
Design: the Oxtrike 


S. S. Wilson 


[ Pedal-powered vehicles have usually been designed for carrying 
one rider rather than heavy cargo; new designs intended for goods 
transport are described, | 


Pedal carts and cycle rickshaws are used ona 
large scale in India, China and Southeast Asia, but 
are mainly limited to urban areas where there are 
fairly level roads with reasonable surfaces, Even 
so, the strain on the driver is immense in the 
process of starting, due to the general use ofa 
single-speed gear, like that of a conventional bicycle 
with a 650 mm (26 in.) wheel, 46-tooth chain wheel 
and 18-tooth sprocket (this gearing is equivalent to 
pedaling a 1650 mm diameter wheel), This is about 
optimum for a single rider but quite wrong fora 
vehicle weighing, with load, perhaps three times as 
much, Other common deficiencies are inadequate 
brakes, often on the front wheel only; and the fact 
that only one rear wheel is driven. The frame, 
while often quite elaborate, is by no means an 
optimum structure, even though based on bicycle 
construction in steel tube, Efforts to make improve- 
ments in the design have culminated in the OXTRIKE, 
described here. 


The features incorporated in the OXTRIKE design 
include the use of a 3-speed gear, a standard Sturmey- 
Archer AW wide-ratio type used as an intermediate 
gearbox as on a motor cycle; the ratios chosen are 
equivalent to wheels of 800 mm, 1065 mm, and 1420 
mm diameter, which give a distinct improvement over 
preceding ratios, though an even lower ratio is desir- 
able for hill-climbing. A further feature is the provi- 
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sion of a powerful footbrake which acts by means of inboard 
band brakes on each rear axle; this can also be used as a park- 
ing brake, Two free wheels and semi-axles are used to give a 
differential action when cornering. 


The chassis is made from sheet steel of 1.6 mm thickness 
(16S. W.G. or 1/16"), which is readily available in most parts of 
the world, can be cut by treadle guillotine, folded by hand machines 
and joined by welding (gas, arc or spot), brazing or riveting. The 
backbone of the chassis is a box section formed of two channel sec- 
tions joined by exposed flanges, Being very stiff and strong in 
torsion and bending, no crossbar is required, which makes mount- 
ing and dismounting easy for either sex, The whole chassis can be 
tipped backwards to stand upright on the rear end, which is conven- 
ient for tipping out the load, for parking in a small space, or for 
inspection and maintenance purposes, The front wheel and forks 
are of carrier-bicycle type 500 mm diameter, and are therefore. 
very strong, while the rear wheels are 500 mm diameter Raleigh 
Chopper type, again very strong, particularly against side load, 
An ordinary bicycle wheel does not have to resist side loads, as 
the rider banks round a curve, but a tricycle or four-wheeled 
vehicle does impose a side load on the wheels, With its short 
spokes giving good triangulation, the Chopper wheel is well able to 
endure such loads, 


The intention is that OX TRIKES should be built locally in small 
workshops from kits of parts; this is common practice in India, 
where local Raleigh subsidiaries supply about 2500 bicycle kits each 
month, The OXTRIKE kit would consist of a set of standard bicycle 
parts plus a few special components, such as brake drums and non- 
standard sprockets, which would be beyond the capacity of small 
workshops, If need be, some of the sheet metal parts could also be 
supplied. As of June 1976 two prototypes have been built at Oxford, 
and three by apprentices at the Engineering Industries Training 
Board at Sheffield. One kit has been sent to Bangalore in India, and 
there are six more to be allocated for building either abroad or in 
the U.K. From experience gained in building these a decision will 
be taken as to the best means of future development at home and a- 
broad, There is already plenty of evidence that OXTRIKES are of in- 
terest in Africa, India and elsewhere as well as in the U.K., since 
the chassis can be adapted to so many different uses, Designs exist 
for a simple cart body; a proper rickshaw; a multi-use body for 
carrying two adults facing backwards, three children facing forward, 
or goods; a box-van body; a hopper body; and a water cart, 


The OXTRIKE should meet many transport needs and it can 


extend its effective range in distance or hill-climbing ability in 
various ways, One method would be to fit a small engine of the 
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Velo-Solex type, which drives the front wheel by means of a 
roller; some 7 million of these engines have been built in France, 
so they can be regarded as fully proved. Another more recent 
development is that of a hub-mounted electric motor of high effi- 
ciency. ‘This was recently announced for bicycle use and has an 
efficiency of 83% at cruise conditions of 250 watts, giving a speed 
on the level of 20 k.p.h. Maximum power is about the same as 
the Velo-Solex, and should enable a hill of I in 20 to be climbed 
at about 10 k. p.h,, with pedal assistance, The electric drive is 
an attractive possibility for regions where hydro-electric power is 
available, thus avoiding reliance on oil fuel and reducing the 
problem of maintenance, 


As a radical alternative for rural use on rough, steep or soft 
ground, a design is being evolved which we have termed the Pedal 
Rover, This is a four-wheei drive vehicle in which each wheel is 
directly pedalled, so giving four times the power of the OXTRIKE, 
while the wheels of lor LI m, diameter should give substantially 
lower rolling resistance than the 500 mm, wheels of the OX TRIKE 
in rough going. The two halves of the vehicle are articulated at 
the center for steering purposes but are also free to twist relative 
to each other, so that traversing rough ground imposes no strain on 
the chassis; dump trucks as used for earth moving adopt the same 
principle. 


Each half of the Pedal Rover consists of an open box with a 
wheel mounted at each side in a semi-circular casing, carrying the 
axle in bearings underneath, and a saddle and handlebar on top, 
The riders sit astride the casing; one has a steering wheel connec- 
ted by cables and sheaves to the rear half for steering purposes, 
Several different types of wheel construction are being studied in 
order to evolve a design which is strong, light, cheap and suitable 
for local construction; these include spoked wheels, wood and 
metal, sandwiched construction and thin corrugated sheet steel, 
The rim will be of channel section to carry strips of rubber cut 


from old truck tires, a technique used in Pakistan for farm carts, 
It is hoped to construct a prototype as soon as possible, 


[ Extracted from a paper presented 
at a Seminar of the Intermediate 
Technology Development Group 
(ITDG) held at Coventry, England, 
June 1976, Copyright© 1977 by 
ITDG. ] 
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Designing Intermediate Vehicles 
for Rural Development Needs 


David Weightman 


[ The demand for transport in rural areas should be met by 
choices from among a variety of vehicles intermediate between 
heavy trucks and primitive carts, The range of possibilities is 
already wide, and further improvements can be made by new 
designs intended for conditions in developing countries, ] 


The idea of an intermediate technology (IT), 
more appropriate to the needs of the majority of 
rural populations in developing countries than the in- 
dustrialized technology of the Western nations, was 
first proposed by Gandhi and Mao-tse-tsung in the 
1930s, More recently, the term is associated with 
the work of Dr, E, F. Schumacher who defined IT 
as being "simple, low-cost, labor-intensive and 
decentralized", He emphasizes the point that this 
is not "second best'' technology, Often a high level 
of design expertise is necessary to produce an oper- 
ational, simple yet economic design for local manu- 
facture, 


In rural areas, it is generally recognized that 
the cost of transport "at the farmgate" is a signifi- 
cant factor affecting agricultural development, The 
farm prices of new forms of inputs to agriculture 
are influenced by transportatior -osts, especially 
the efficiency of village feeder 1vad systems giving 
access to arterial networks, These costs similarly 
affect the amount of surplus produce entering the 
market economy, and thus the contribution made by 
the agricultural sector in feeding increasing urban 
populations, Stated simply, the transport problem 


Mr. Weightman is a Senior Lecturer 
in the Industrial Design (Transport) 
Department, Lanchester Polytechnic, 
Coventry, England, 
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in rural areas can be defined as one of reducing transport costs on 

the feeder system by providing better transport facilities than those 
existing at present, Because of the greater flexibility and accessi- 
bility of road-based surface transport, this method is of more gen- 
eral utility than rail systems or pipelines for rural localities, 


Until recently, the problem of reducing transport costs on rural 
feeder systems has been seen almost exclusively as being one of 
building adequate roads, The reasons for this emphasis are under- 
standable, Local rural transport in most developing countries 
relies heavily on head loading and man or animal powered carts, 
common methods little improved for generations, It is relatively 
easy to show, as many observers have done, that the cost of trans- 
port by these primitive methods is not competitive with the costs of 
transport by truck, It is also possible to demonstrate that truck 
user costs are directly related to road surface quality, and thereby 
to prove that user costs are further lowered by the provision of all- 
weather roads, This has led to the contention that to reduce costs 
on rural feeder systems, it is necessary to build feeder roads to 
this standard, with the implicit assumption that trucks are the opti- 
mum vehicles, It is not coincidental that these assumptions about 
the economies of scale in road transport correlate closely with 
those which apply in industrialized countries, In the context of 
developing countries, this raises several problems, 


The first problem is that it is undeniably expensive to build 
roads to this standard, even by the low cost. construction methods 
evolved from the considerable international effort over the last two 
decades, Given the prevalent low standard of existing feeder roads, 
the task of providing all-weather roads to an adequate density is 
daunting, and unlikely to be completed in the next half century, The 
other problems are raised by the nature of these ''optimum vehicles" 
themselves; one may question both their accessibility and their tech- 
nological compatibility. Accessibility involves the individual farmer 
whose low income generally precludes individual ownership of such 
vehicles; he must then rely on haulage contractors, Although the 
growth of entrepreneurial skills resulting from ownership of trucks 
is valuable for development, there is little doubt that the high capital 
cost restricts such ownership to a small, comparatively rich group 
in most communities, Concentration of ownership can hold down the 
prices derived by the farmer for his produce (as found in World Bank 
studies in Kenya, for example), if his only alternative is to use the 
inefficient primitive transport methods already existing. 


Technological incompatibility, in that trucks represent a quantum 
leap in technology over existing methods, further increases the gap 
vetween the farmer and this "low cost" transport, The commercial 
motor trucks in use in developing countries were initially designed 
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and engineered for the conditions of utilization and manufacture 


prevailing in developed economies, Whether locally made or imported 


(requiring scarce foreign exchange) these vehicles are frequently 
not well designed for the conditions of use in developing countries; 
and their manufacture and maintenance are, of necessity, complex 
and expensive, These hidden costs to the community for road con- 
struction, restricted access and technical incompatibility do not 
normally emerge in straightforward user cost calculations, but 
they nevertheless affect the total problem of transport improve- 
ment, The use of inappropriate heavy motor vehicles has been 
less than satisfactory, and in particular does not suit the needs 

of the poorest farmers, What types of vehicles would be approp- 
riate to rural needs ? 


Transport Demand in Rural Areas 





It is frequently not recognized that the average size of individual 
consignments moved by road transport is small relative to truck 
capacities, even in industrialized countries, In rural areas of 
developing countries, this bias towards small consignments is still 
more pronounced, In Thailand, for example, it was found that per- 
sonal travel and so-called small parcel traffic--such as taking a 
pig to a neighbouring village--were a more important constituent of 
traffic than the evacuation of produce and imports of material and 
manufactured goods, This traffic, which in developed countries is 
likely to be handled by the postal and rail parcel services, assumes 
greater significance in rural transport when these services are in- 
frequent or totally absent, Trucks have a high payload--that is, a 
large minimum cargo is necessary to make their use profitable, 
The limitations of high-payload vehicles in meeting rural demands 
have often been demonstrated. In a World Bank dairy project in 
Kenya, for example, farmers were only able to sell the morning 
milk yield because that was the only time when the truck came; most 


of the evening milk yield not needed for the farmer's household had 
to be thrown away. 


The Case For Simple Vehicles 





The pattern of transport demand in rural areas appears to suit 
vehicles of smailer capacity than trucks, There are many types of 
small-capacity vehicles, ranging from packframes, human and 
animal propelled carts, bicycles and other pedal driven vehicles, 
motor vehicles based on motorcycles and scooters, up to light 
trucks and agricultural tractors, This list outlines a hierarchy of 
increasing capacity, range, speed and capital costs derived from 


the work on transport technology assessment of N, Gabriel Bouladon, 


He has produced a classification system for transport methods based 
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on demand and speed, showing what vehicle type is likely to be opti- 
mum for a given range of trip lengths, For rural transport, local 
variations in demand and in technical, financial and social infra- 
structure will also help determine its exact nature in any given 
situation, It is consideration of this wide range of possibilities 
that will extend choice and enable more responsive and appropriate 
solutions to be proposed, UNIDO, the World Bank and ITDG are 
currently investigating and cataloguing existing vehicle types to 
evaluate their performance and determine the need for design im- 
provements, These studies focus largely on India, China and the 
Philippines, where the most extensive use of these vehicles and 
the widest variety of different types can be found, 

In India and China, human and animal drawn carts are widely 
used, notwithstanding their supposedly high user costs, Many of 
these are locally made and crudely designed, but the Chinese 
wheelbarrow is an excellent example of an efficient indigenously 
developed vehicle, This has a central wheel, traditionally about 
1200 mm in diameter but more commonly nowadays a 700 mm 
bicycle wheel, The load is pulled by a man, using a strap around 
his neck and shoulders, The large wheel size lowers rolling resis- 
tance which improves rough road performance, Wheelbarrows of 
this pattern are currently being tested by the ILO for road con- 
struction in Kenya, Other organizations, including ASTRA in 
Bangalore, are working on designs for improved bullock carts, 
as those now in use are customarily costly and heavy. 





Bicycles are the most common vehicles in India and China, and 
are owned by about a quarter of Indian households, Relative to 
wage levels, a bicycle costs slightly less than a car for European 
households, Bicycles are used, either alone or with trailers and 
sidecars, for a wide variety of goods and passenger transport, 
frequently with loads far in excess of limits desirable for safety. 
Pedal tricycles for rural gocds carriage are common in China, 
carrying loads of 200 kg. and above. Their use in India has been 
confined to urban hire, but some dual use for goods carriage has 
recently been observed, 





Motorized vehicles used solely for transport range from motor- 
cycles and 3 wheel modifications, up to the Basic Transport Ve- 
hicles (BTVs) produced by the major automobile manufacturers 
(GM, Volkswagen, etc,). Differences in income levels and techni- 
cal skill tend to determine whether these are widely used, Most 
extensive use occurs in the Philippines due to higher levels of in- 
come and the mechanical skill developed from local use and adap- 
tion of US Army surplus vehicles since 1945, BTVs, four wheel 
trucks locally assembled with imported mechanical components, 


have been successfully introduced into the Philippines at a price of 
$3000 (1976 price), 
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In India and China, cargo tri-wheelers are competitive with 
trucks for short distance haulage, primarily in cities, Although 
load capacities are smaller than conventional trucks, the signifi- 
cantly lower capital costs give similar hourly/ton/km capacity 
per unit of capital expenditure, W. D, Rose of UNIDO states that: 
'In a low wage economy, it is economically sensible to combine 
smaller blocks of capital with labor, . . the low income structure 
means low levels of investment purchasing power", The wider 
ownership of vehicles possible with these 3 wheel types, as op- 
posed to conventional trucks, would make individual ownership 
more feasible for the rural population and improve accessibility 
of non-owners to transport, Another advantage found by Rose is 
an operational flexibility. The Asian distributors of cargo tri- 
wheelers and motorcycle sidecars agreed that the typical trans - 
port operator using these would, when expanding capacity, think 
first in terms of buying an additional vehicle rather than moving 
up to a larger one, Presumably, greater value is attached to flex- 
ibility of journeys or the fact that repairs and maintenance do not 
result in the cessation of operations, than to vehicle capacity. 


Cost is the main limitation on a wider use of small automotive 
vehicles, Most of the existing tri-wheelers and light four wheelers 
were initially designed for European conditions; a wider use of 
these would depend on the evolution of more appropriate designs 
for local conditions and for manufacture at lower cost, As yet, 
work by UNIDO and the World Bank has only resulted in listing 
performance and cost specifications; the problem of designing ve- 
hicles to meet these has still to be solved, Longer run solutions, 
as Dr, Roy Wijewardene of IITA, Nigeria, believes, may lie in the 
use of alternative fuel engines, or in electric motive power. In the 
interim, improvements to simpler vehicles like animal carts and 
pedal tricycles will be of more immediate application, 


Cost reductions may be found by using automotive units for both 
transport and agriculture, Power tillers which can be coupled to 
two-wheel trailers, for example, are common in China and are 
used by communes for a variety of agricultural tasks in land pre- 
paration, cultivation and irrigation. The International Rice Re- 
search Institute (IRRI) in the Philippines has produced a success- 
ful design; but the utility of these devices tends to be limited to wet 
lands because of the tractive power necessary for dry land prepara- 
tion. The larger agricultural tractors used for transport also suffer 
from the conflict between the high vehicle weight necessary to ensure 
good traction when plowing, and the need for a high power-to-weight 
ratio for economical transport, One solution has been proposed by 
a design team at NCAE, Silsoe: their 'SNAIL' device uses a winch 
and cable for pulling the plow across a field from a stationary posi- 
tion, thus reducing the power required as compared to wheel traction, 
Another approach would be to rely on zero or minimum tillage farm- 
ing techniques, 
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This author is currently engaged on the design of a pedal driven 
power unit which is used in a dual purpose role for both transport 
and agricultural processing tasks, This unit can be coupled to sim- 
ple machines or to a trailer; or it can be motorized as and when the 
farmer can afford it, This pattern of sequential improvement dur- 
ing use of a vehicle offers an alternative to the relatively high initial 
cost of motorized units, Ina similar way, NRDC in India have de- 
signed a motor unit for cycle rickshaws to improve the performance 
at lower costs than motorcycle based three-wheelers, 


Implications For Transport Planning 





The preceding illustrates the wide range of vehicles already in 
existence, and gives some indication of the scope for design im- 
provements, In countries where these vehicles exist, their wide 
use indicates potential for their transfer to other countries where 
they are currently not used. We must avoid the mistake of propos- 
ing one universal solution as an alternative to the truck, With the 
overall pattern of transport, the truck obviously has a part to play, 
and it would be wrong to suggest otherwise; but this role may not 
be the paramount one frequently assumed in the past, 


The implications for road construction policies of a wider use 
of improved "intermediate" vehicles have yet to be fully explored. 
If, in a particular situation, it was found that the transport de- 
mands of the rural population could be answered satisfactorily 
by the exclusive use of some form of simple vehicle, the lower 
axle loads and speeds could result in savings in road constructior 
costs by building to lower design standards, These savings, of 
course, would only be maintained if heavy vehicles were excluded 
from using the road; but they could be appreciable, 


In rural transport policy, it can only be beneficial to shift at- 
tention to the vehicles, not seeing the problem as only one of roads, 
As for the farmer, access, ownership, cost and maintenance of 
transport facilities constitute a local problem, so that 'local ve- 
hicles' as well as local roads are part of the solution, That these 
vehicles will often be simpler, cheaper and slower than those in 
current use in industrialized countries may indeed be ultimately 
more sensible, It is interesting that their utility is being exam- 
ined at the same time as the resurgence of interest in the use of 
bicycles for urban transport in Europe, 


[ Extracted from an unpublished 
paper. | 
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Vehicles Designed for 
Rural Development 


Regional Development Unit of the 
Transportation Department, 
World Bank, Washington, D.C. 


[ An interesting assortment of rural vehicles which are designed 
to suit the practical needs of developing countries, ] 


While an increasing number of low standard 
rural access roads or feeder roads are being con- 
structed in developing countries, little attention is 
being given to the type of vehicles best used on 
them, The absence of appropriate means of low 
cost rural transport is in many cases a constraint 
to development, While trucks commonly used in 
industrialized countries may be suitable for long 
and medium haul transport on primary and: seconc- 
ary roads in developing countries, such vehicles 
are not well suited to short distance transport on 
low standard rural roads, due to size, heavy axle 
loads, and the low-volume transport requirements 
of rural communities, There is thus a need for 
vehicles which are not only within the means of the 
rural population, but are also well adapted to the 
kind of daily agricultural and transport tasks facing 
small farmers, 


The World Bank's Transportation Department is 
studying the transport needs of rural communities 





The information contained in this catalogue is provided by manufac- 
turers or designers, The inclusion of any particular vehicle or 
implement does not signify that it is recommended by the World Bank 
nor by the U.S. Agency for International Development, The World 
Bank has not verified the information provided by the manufacturers 


or designers as to the versatility, performance or any other features 
of the vehicle, 
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with a view to encouraging the development and adoption of more 
appropriate vehicles for rural transport, The information on 
vehicles already produced and sold commercially throughout the 
world was collected, as well as information on various prototype 
vehicles, Many of these vehicles are wholly or in part designed 
and constructed in developing countries, and are making use of 
local resources and labor, This assembled information was re- 
produced in a catalogue, entitled Appropriate Technology in Rural 
Development: Vehicles Designed for On and Off Farm Operations 
available from the World Bank. The following pictures were 
selected from this catalogue, one from each of eight categories of 
vehicles, Readers wishing more information should consult the 
original, which gives a number of vehicles in each category and 
their detailed specifications, along with addresses of manufac- 
turers or designers, 








1. Animal or Motor Drawn Carts and Cart Assemblies 





Of the carts described in this section, four are designed for use 
with draught animals and two may be pulled either by a draught 
animal or motorized vehicle, In addition, one manufacturer sup- 
plies pneumatic wheel assemblies and brakes for use with carts of 
any design, The manufacturers offer these fully assembled 
carts ina price range of US$191 to $903. 


Ox-Cart (using old car wheels): Pulled by two oxen, this cart makes 
use of the front wheels from an old car or lorry, Complete draw- 
ings and description of the materials required can be obtained from 
Intermediate Technology Publications Ltd., London, England, 















































2. Pedal Vehicles 





The pedal vehicles included are of the three-wheel type and are 
designed to carry a rider plus goods or passengers, A prefabricated 
box or cabin for carrying purposes could easily be made locally. 
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Plans for various load carrying designs can be obtained, (See 
preceding article for an example--the OXTRIKE), 


3, On-Road Motor Vehicles: Goods and People Carriers 





Of the seven vehicles in this group, five are light three-wheeled 
vehicles powered by engines ranging from 5hpto 15 hp, Prices 
range from US$700-1,700. Three-wheeled vehicles of this type 
have been used increasingly in South Asia and the Middle East in 
recent years, They are versatile, carrying as many as seven or 
eight people and up to 750 kg, and traveling at speeds up to 60 km 
per hour, Low fuel consumption keeps fuel costs down, and simple 
design of vehicle components permits easy maintenance, 













Ya o\ Three wheel chassis, 
J \ shown for autoriksha 
: ee ) and pickup van de- 
F ‘ ‘ signs, Cost as of 
Lod y+ 1/78 US$705 (Bajaj 
' \ Auto Ltd. , Poona, 
India), 
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4, All-Terrain Motor Vehicles: On/Off Road Goods and 
People Carriers 








The nine vehicles included in this group are built to withstand 
and negotiate marshy or rough terrain and inclines, Most carry 
only one or two passengers and a half ton load, Engines range 
from 7.5 hp to 35 hp. Prices vary from US$280-480 for a three- 
wheeled, 8 hp trail bike (that comes in kit form) to a 28 hp cross- 
country carrier (payload capacity up to 1, 830 kg) for US$6, 000. 


All-Terrain Vehicle - Model AT 52: This versatile vehicle, with 
an air cooled, 2 cylinder 18-26 HP diesel engine, is suitable for 
off-road conditions such as inclined terrain, muddy ground, and 
sandy soil; low maintenance requirements; feasibility study has 
been carried out in Malaysia, Brazil, Guatemala, and the Philip- 


pines. Cost as of 8/77-US$2, 500 (Mitsubishi Heavy Industries 
Ltd., Tokyo, Japan), 
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5. Multi-Purpose Vehicles For Agriculture And 
Basic Transport 








The eight vehicles in this group range in cost from US$1,150to 
US$3, 350. Engine power ranges from a low of 8 hp to 74 hp. 
These vehicles have grade capabilities from 28 degrees to 45 
degrees and as much as 9 ton pulling capacity. Three were de- 
signed for assembly in developing countries, 


Rokon Mototractor 
(Scout Model): Two 
wheel drive, 10 hp. 
Cost as of 11/77- 
US$1,570; comes 

with a wide variety 

of agricultural at- 
tachments, e.g. plow, 
harrow, spreader, 
cultivator, seeder, etc, 
(Rokon Inc,, Keene, 
New Hampshire, USA). 











Quadractor: The vehicle has been designed to maximize traction 

and minimize weight, thus minimize energy wasted driving the 
weight of the vehicle itself, Made of flexible steel and alloy for 

the frame, with 8 hp engine, the vehicle may be lowered up to 

17. 8 cm on one side to allow efficient functioning on steep side 
grades, Climbs a 
forward grade of up 
to 42 degrees; func- 
tions in up to 78, 8 
cm of water, thus ap- 
propriate for use in 
rice paddies, Main- 
tenance is simple, 
requires few tools, 
Cost as of 2/78- 
US$2,900. (Traction, 
Inc., Troy, Vermont, 
USA). 
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6. Farm Vehicles: Single Axle Tractors 





Single axle tractors are not only used for light farm tasks such 
as moving, ploughing tilling, and pumping water for irrigation, 
but also in place of draught animals for transport purposes, When 
attached to small carts, these machines can pull as much as 1,000 
to 1,500 kg. Some single axle tractors are designed with remov- 
able engines that may be put in vehicle chassis more suited for on- 
road transport, Prices vary from US$390 for 6 hp hand tractor to 
US$ 2, 310 for 18 to 21 hp machine, 


Toledo Mini-Tractor: This 7 hp gasoline engined tiller is con- 
structed from standard drive components, The tiller is light- 
weight so three men can lift it out if it bogs down; attachments can 
be changed in seconds without the use of tools; high ground clear- 
ance makes it well-suited for wet, muddy fields, Cost as of 6/77- 
US$1, 400 (Taller Toleda Ltda. , Cali, Colombia.) 








7. Farm Vehicles: Three and Four Wheel Riding Tractors 





These tractors are powered by engines ranging from 7 hp to 30 
hp, and are priced from approximately US$1, 500-4, 886. Most 
have a payload capacity of about one half ton, although several 
models can carry as much as two and one half tons. While this 
type of tractor was designed for general farm tasks such as plough- 
ing, tilling and the like, it is often used for off-road transport and 
can be easily hitched to a cart for this purpose, 
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8. 


Tinkabi Tractor: This 
tractor has full assort- 
ment of attachments 
including a water pump, 
Tinkabi has a mobile 
service system (in 
Swaziland): it trains 
local persons to provide 
periodic (6 month) 
servicing of up to 200 
tractors each, Costas 
of 5/77-US$2, 000. 
(National Industrial 
Development Corp., 
Manzini, Swaziland) 





Products of Local Ingenuity 





This section contains photographs of an assortment of vehicles 


or carts built or assembled locally in a number of countries in 
the developing world. Vehicle designs reflect the availability of 
local resources and craft expertise. 






Above: Kenya: Small truck made 
from spare vehicle parts, 


Above: Philippines: 
Locally fabricated truck. 





96 


























INCOME DISTRIBUTION 11 


























VIEW OF HOUSING IN SINGAPORE SYMBOLIZES 
ECONOMIC DUALISM, CONTRASTING INCOMES IN 
THE MODERN AND TRADITIONAL SECTORS OF MANY 
DEVELOPING COUNTRIES, (PHOTO: WORLD BANK) 
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Effective Policy Combinations 
for Reducing Income Inequalities 


Irma Adelman and 
Sherman Robinson 


[ Using an elaborate economic model based on the economy of 
South Korea, the effects on income distribution and growth ofa 
wide variety of policy changes and combinations are explored, 
Changes involving single policy shifts and most policy programs 
have little impact on income distribution; but there are a few 
comprehensive policy packages which can be effective in produc- 
ing greater equality. | 


The distribution of income and the extent of 
poverty have now become major policy issues, both 
within the less-developed countries themselves and 
within the international community, One major 
question for policy analysts has been whether or 
not there is a basic conflict between the goal of 
greater distributional equality and the goal of faster 
growth, The evidence available so far is at best 
mixed: the policies that do most for one goal 
usually do not help the other; but there are some 
policies that could favor more equality. without 
hindering rapid growth, An even more fundamental 
question is raised by the genuine possibility that the 
distribution of income is so deeply embedded in the 
structure of an economy and society that it can only 
be affected by a major, and presumably violent, up- 
heaval, If that is so, the human costs are likely to 
be incredibly large, and such an approach should 
only be regarded as a solution of last resort, It is 
therefore most important to explore how much can 
be done to reduce inequality starting from the 


Ms, Adelman is Professor of 
Economics at the University of 
Maryland; Mr. Robinson is an 
Economist with the World Bank, 
Washington, D.C, 
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existing social, political, and economic framework and working 
gradually within an acceptable time period, It is this issue that 
our study explores, 


To this end, we have developed an economic model that is 
designed to provide a laboratory for investigating the potential 
impact of standard economic policy instruments and programs 
intended to improve the relative and absolute incomes of the poor, 
Because of the multiplicity of interdependent influences that im- 
pinge on the distribution of income, with no particular influence 
dominant, one cannot readily pick out through non-modeling em- 
pirical studies the critical areas of intervention nor predict the 
probable impact of specific programs, Thus a model is needed 
to evaluate the multiple and joint impacts of various policy pro- 
grams, to assess the ultimate consequences of current decisions, 
and to facilitate comparison among alternative programs, 


Model Structure 





The model economy is disaggregated by producing sectors and 
by firm size within sectors, There are 29 producing sectors and 
four firm sizes (four farm sizes in agriculture), The use of dif- 
ferent firm sizes was adopted (at great expense in data work) be- 
cause our preliminary examination of wage and profit rates by 
firm size indicated sharp and persistent differences within produc- 
ing sectors, On the household side, there are 15 different socio- 
economic categories of income recipients, each with its own ex- 
penditure functions (dependent on both prices and income) and its 
savings behavior, Labor in each sector and firm size is disag- 
gregated by six skill categories, with agricultural workers repre- 
senting a seventh category, There are more than 500 labor de- 
mands and wages (by sector, firm size, and skill category) to be 
calculated in clearing the labor markets, There are 29 commodity 
prices to be determined, with some traded goods prices being tied 
to world prices, There are more than 100 suppliers of goods and, 
on the demand side, government and trade sectors are included, as 
well as the 15 household types. 


The time frame of the model is one to nine years, This time 
period was chosen for two reasons: first, because the people of 
many countries are increasingly impatient for visible and rapid 
improvements; and second, because this period is long enough that 
the impact of the policies adopted can be felt, and yet not so long 
that it lies beyond the systematic planning horizon of most govern- 
ments, It is important to examine the scope for, and potential 
effectiveness of, policy intervention in the short to medium run, 


Economy theory, Our model describes how the behavioral pat- 
terns of producers maximizing profits under various institutional 
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and rationing constraints, of government in its budgeting and rule 
setting, and of consumers maximizing utility; all interact to deter- 
mine the distribution of income among households, Income distribu- 
tion is clearly also affected by institutional rigidities and imperfect 
adjustment to market disequilibria. We observe in Korea, for ex- 
ample, that the remuneration of identical skills in the same sector 
varies systematically with firm size, Similarly, the price of capital 
and the rate of return on investment differ systematically both within 
and among sectors, and there is no evidence of convergence, Fin- 
ally, there is unemployment of various types of lz bor that persists 
over relatively long periods of time, The combination of these ob- 
servations suggest that a full (Walrasian) general-equilibrium model 
will be unable to capture the essential features of reality, Our 
model is therefore neither a full neoclassical general-equilibrium 
model, nor is it pure disequilibrium or partial equilibrium model, 
Rather, the economy adjusts production decisions and various prices 
in an attempt to arrive at an equilibrium between supply and demand 
under various institutional constraints and without achieving full neo- 
classical equilibrium in the factor markets, There is imperfect mo- 
bility of factors, and an interaction between investment demands by 


. firms and credit rationing by the financial system, There is no as- 


sumption of consistent, self-justifying expectations, In fact, the 
overall dynamic model represents a kind of "lurching equilibrium" 
as the model continually attempts to adjust to intertemporal disequil- 
ibria, Accumulation, migration, and population growth permit 


' changes in the structure and levels of production, but there are limits 


to the degree of adjustment possible in the medium term, 


Until recently (with the growth of the theory of human capital), 
economic theory has been concerned with the functional distribution 
of income rather than with the household or size distribution, Ina 
model that specifies the behavior of both producers and households, 
the functional and household distributions must be reconciled, Ac- 
cordingly, in our model we have explicitly modeled the process of 
household formation by which income recipients are grouped into 
households and consuming units. This is done by assuming that each 
category of household owns a fixed proportion of factors of produc- 
tion (including labor by different skill categories), Given knowledge 
of these proportions, of the number of workers per household, and 
of the total labor supplies, household incomes and the number of 
households in each category can then be determined from a linear 
model, Our attempt to integrate the household and factor income 
accounts is very much in the tradition of social accounting pioneered 
by Richard Stone for the United Nations (1975). We explicitly model 
expenditure behavior by both households and firms and account fully 
for the flow of funds among the various economic factors, Other 
planning models are much less ambitious and usually leave some set 
of accounts to be determined residually. 
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South Korea, As noted, we have rooted our model in an actual 
economy--that of South Korea--so that we might examine and test 
the experimental results, As a consequence, the model reflects 
certain institutional and behavioral features that are specifically 
Korean, especially in the foreign trade sector, Korea was chosen 
for several reasons, First, the country has shown spectacular 
growth performance, Second, it has pursued an industrialization 
strategy that is export oriented, and thus avoids some of the nega- 
tive income distribution consequences of import-substitution-led 
growth, Third, it combines a human-resource-intensive develop- 
ment strategy with a highly educated, literate population, Fourth, 
largely because of the Korean War, the accelerated growth process 
was initiated starting from a relatively egalitarian distribution of 
wealth, Fifth, by international standards the current distribution 
of income in Korea is quite good, And finally, the data are very 
good, Korea should therefore provide a favorable test case for the 
proposition that rapid growth can have favorable income distribu- 
tion consequences--though it may be that Korea's very success 
along distributional lines may make further improvements unusu- 
ally difficult, 





Operation of the model, For each period, the computation of 
the model is decomposed into three stages, The Stage I model 
describes the contracts made between firms and the financial mar- 
kets to spend funds on investment goods, Stage II describes how 
factor and product markets reach an equilibrium determined by the 
investment commitments and undertaken in Stage I, given various 
institutional rigidities imposed by foreign trade and the operation 
of product and labor markets, Stage III serves to generate the ex- 
pectations on which the next Stage I decisions will be based, to 
select some of the rules of its operation (e.g., the credit regime), 
and to "'age'' the model economy, [Note: the operation of the 
model will not be further described, but is indicated in general 
terms in Figures 1-3. ] 





Results of Policy Simulations 





The functioning of the model was found to reproduce the actual 
Korean data quite closely and in great detail, and at the same time 
maintain all the accounting relationships required for complete 
economic and demographic consistency. We therefore feel justi- 
fied in placing a high degree of confidence in the inferences we 
have drawn from our model economy about the workings of a real 
economy. We then proceeded to vary one or several elements in 
the model experimentally to see what results would follow, 


The detailed experimental results are, of course, specific to 


one economy in one period, But the main features of the model 
economy are representative of those widely found in developing 
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countries, On the demand side, there are three important specifi- 
cations: (1) there is a low income elasticity of demand for agricul- 
tural products by all groups, and so the share of household income 
spent on these goods declines as income rises; (2) rural households 
spend a larger share of their incomes on agricultural products than 
urban households, even the urban poor; and (3) the price responsive- 
ness of demand tends to be fairly low and is less important in deter- 
mining demand than income:changes, On the supply side, there are 
two significant specifications: (l) the existence of capital in place 
seriously limits the ability of the economy to change the structure 
of nonagricultural production in the medium run--that is, new capi- 
tal accumulation does not provide much scope for adjustment, (2) 
Labor is only partially mobile across sectors, firm sizes, and skill 
categories, Thus, the economy is somewhat limited in its supply 
response to variations in prices, These features of the model 
economy are, we feel, generally valid and apply to virtually all 
market economies, developed and less developed, 


In terms of income distribution, only a few of the special initial 
conditions imposed on the model by its specificity to Korea are 
really pertinent, Korea is an economy in which most of the land is 
owned by small landholders, with no sharecropping. Its labor force 
has become quite highly skilled and the educational level of the popu- 
lation as a whole is very high--like that of many developed countries, 
In addition, the economy has grown quite rapidly following an export- 
oriented, open, labor-intensive development strategy. The country 
is not self-sufficient in food grains, but our basic model solution as- 
sumes the achievement of self-sufficiency toward the end of the 
model's nine-year time horizon, The policy conclusions drawn from 
the experiments are certainly valid for less-developed countries with 
economic structures similar to Korea's, and in fact many of the im- 
plications are probably valid for developed countries as well, The 
strength and consistency of the results from the wide variety of policy 
experiments support the validity of the model for Korea, and together 
with the representative quality of its main features suggest that gener- 
alization to a wider class of countries may be reasonable, 


Functional and size distribution of income, One major finding 
is that, empirically, there seems to be very little connection be- 
tween the distribution of income by the shares of the top, middle 
and lower income receivers (the size distribution of income) and 
the distribution of income by classes of recipients such as labor 
(skilled, unskilled), farmer, clerical, capitalist, government 
worker, self-employed, etc, (the functional distribution of income), 
The size distribution in our model is generated from the functional 
distribution; but our experiments indicate that the size distribution 
is extremely stable, whereas the functional distribution shifts rather 
widely. The size distribution does change, but its basic path is sur- 
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prisingly insensitive to 'shocks"--i,e. to disturbing changes we 
introduced in our experiments--or to changes in parameters, In 
addition, when shocked, the size distribution tends to return to 

its basic path over time, often quite rapidly. (These observations 
do not appear to be limited to the time horizon of our calculations, 
for experiments with the 35-year BACHUE model for the Philip- 
pines show a similar stability, ) 


The functional distribution, by contrast, is quite sensitive to 
policy interventions, Asa result, there is a great deal of change 
in the composition of the deciles of income receivers (top 10%, 
next 10%, etc.) by socioeconomic categories, even while the de- 
cile shares remain stable, It follows that planners who are inter- 
ested in improving the distribution of income must use models 
that generate both distributions, Indeed, economic theories and 
models that focus on the functional distribution alone have little 
to say directly about the size distribution, Since the functional 
distribution flows directly out of the workings of the economy, and 
is then transformed through household formation and structure into 
the size distribution, our results suggest that the empirical links 
between the two distributions must be carefully modeled; clearly 


much more empirical and theoretical work can and should be done 
in this area, 


Effects of price and quantity changes. A second important find- 
ing is that despite the various potential interaction effects we have 
built into the model, relatively few are actually important in trans - 
mitting the effects of experimental shocks or parameter changes to 
the distribution of income, This is an especially interesting result 
considering the size of the model and the wide range of potential 
interaction effects included therein, In particular, the following 
endogenous interactions were incorporated into the model: 





1. Wage and price adjustments in factor and product markets, 


2, Physical supply and demand adjustments in both product 
and factor markets, 


3, Adjustments in the average price level (inflation) and in 
money-holding behavior affecting aggregate real savings» 
interest, foreign trade, and the government budget, 


4, Substantial substitution possibilities in production by 
means of direct substitutability of factors in production 
functions, changes in the structure of production by firm 
size, and changes in export and import behavior, 
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5, Substantial substitution possibilities in consumption through 
changes in relative prices, absolute incomes, and the dis- 
tribution of income among household categories, 


6. Movement among different labor categories through rural- 
urban migration and through (exogenous) changes in 
relative labor supplies by skill category, 


7. Investment behavior by firms based on financial market 
and investment models that are responsive to relative 
profitabilities, expectations, and government financial 
policies, 


In all our experiments we found that over the experimental per- 
iod quantities are much more stable than prices, with'the result 
that the economy adjusts to policy interventions mainly through 
changes in wages and prices, In view of the scope for substitu- 
tions in both consumption and production that were allowed for in 


our model, it is surprising that wage and price effects are so 
dominant, 


Among the price effects, the most significant impact on the size 
distribution of income is due to changes in the agricultural terms 
of trade, i.e. the changes in farm product prices as compared to 
those in urban product prices, The terms of trade are quite sensi- 
tive to changes in supply and demand, and in turn the relative in- 
comes of rural and urban groups are quite sensitive to changes in 
the terms of trade. In most of our experiments changes in the 
terms of trade are the single most important factor in changing the 
size distribution, affecting as they do the average income in both 
rural and urban areas and so touching most of the population, 
Changes of relative prices among urban goods are also significant, 
but their effect on income is diffused among all the urban groups, 


Changes in the average price level are important as well. That 
is, inflation and money do matter, and the price level plays an im- 
portant role in the economy's adjustment to shocks, The inflation 
rate varies substantially in our experiments, with clear effects on 
real variables throughout the model economy. In most theoretical 
general-equilibrium models, money is "neutral" in the sense that 
changes in the average price level do not affect real variables, such 
as employment and output. Clearly further efforts to extend and im- 
prove the incorporation of non-neutral monetary effects into both 


theoretical and empirical general-equilibrium models would be 
valuable, 


The quantity adjustments in both product and factor markets are 
consistently small; they are more significant for small sectors, and 
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over longer time periods, Inthe short run, even relatively slight 
changes in product supplies can have a significant impact on the 
distribution of income through their effects on relative prices and 
particularly on the agricultural terms of trade, In the medium run, 
changes in the labor supply due to migration are important, and they 
work both directly through their effect on wages, and indirectly 
through the consequent changes in the terms oftrade, to narrow the 
gap between rural and urban incomes, Inthe long run, changes in 
the skill composition of the labor force through education, migra- 
tion, and population growth do have a significant impact on wages 
and on the distribution of income, 


Of the various substitution possibilities built into the model, 
some turn out to be empirically unimportant, For example, the 
disaggregation by firm sizes within sectors (other than agriculture) 
has little effect, despite substantial differences in technology and 
in factor earnings by firm size, In general the structure of pro- 
duction by firm size does not vary much among experiments, and 
even when it does vary the effect on total sectoral production, on 
the structure of wages, and on other economic aggregates is minor, 
The distinction between the self-employed and firms as such is im- 
portant; but finer distinctions are not, Shifts among the various 
(urban) producing sectors do not bring important distributional 
changes, Differences in the spending patterns of various socio- 
economic groups, on the other hand, are important, Even greater 
disaggregation by household types beyond the 15 used in our model 
might therefore be desirable, Of the major building blocks in the 
model, the one that is least important with respect to its direct 
effect on either the functional or the size distribution of income is 
the Stage I (investment fund) model, The Stage I model provides a 
rather sophisticated explanation of real investment behavior; but 
that degree of sophistication was in fact unnecessary in the end, 
because of the relatively minor effects of shifts in the allocation 
of investment by sector on the size distribution of income, 


One of the important lessons from our work is a more general 
one: immediate effects rarely reflect the overall impact of a policy 
intervention, and the short run partial-equilibrium result is seldom 
quantitatively close to the final-equilibrium solution, Indeed, in 
many of our experiments the ultimate effect is opposite to the ini- 
tial impact or partial-equilibrium effect, In addition, the total ef- 
fect of combined policy packages often differs from the sum of the 
results of their component policies, 


Lessons for Policy Makers 














After validation of the model, the first step in developing its 
policy implications was to determine the basic dynamic path that 
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the economy would follow if there were no change in development 
strategy and no policy interventions to change the distribution of 
income, ‘This 'tbasic solution" is predicated on a smooth and 
reasonable extrapolation of existing trends in a stable world envi- 
ronment, It assumes the continuation of the strategy of export-led, 
labor-intensive growth initiated in South Korea in 1964, The basic 
path is one of rapid growth and increasing inequality in income dis- 
tribution, the latter accelerating in later years because of worsen- 
ing of the agricultural terms of trade with growth, The major share 
of the gains from development accrue to the urban rich and profes - 
sional classes, with smaller benefits falling to the urban middle 
class and urban poor, There is little improvement in the average 
absolute real income of the rural poor, and in fact a marked in- 
crease in the percentage of rural households falling below the pov- 
erty line. The very rapid real growth rate (13 percent annually) 

in the basic solution is consistent with Korea's performance in the 
late 1960s and early 1970s, and the projected steady deterioration 
of the distribution is consistent with the results from other studies, 


To understand better the implications of the basic solution for 
income distribution, it is important to be aware of the composition 
of the poor in Korea, Initially, half the households living in pov- 
erty are urban and half rural, The growth process, however, bene- 
fits the urban groups disproportionately, and by the end of the per- 
iod, 70 percent of the poor households are rural, Of the urban 
poverty groups at the start of the calculation, roughly half are 
skilled and unskilled workers and the rest are distributed among a 
number of other worker and self-employed categories, Because 
the urban poor are so widely dispersed, constituting generally 
much less than half the households in each labor category, they 
represent a difficult set of targets for anti-poverty measures, It 
is almost impossible to help them without a significant trickle-up 
of the benefits to wealthier groups. 


The rural poverty group consists of landless laborers and small 
farmers, More than 90 percent of the landless families are in 
poverty in the base period (1968), and the figure decreases to about 
80 percent by the last period in the basic run, Clearly, assisting 
landless rural laborers, a difficult target group to help directly by 
policy actions, is critical to any successful program to reduce 
poverty, 


In order to learn how more of the benefits of economic develop- 
ment might be made to reach the poor, we tried a wide range of 
alternative policy packages and parameter changes that could have 
been undertaken in South Korea during 1968-77. Most of the experi- 
ments amounted to shocks imposed on a system whose time path is 
set by a development strategy that remains unchanged, and did not 
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involve major redistributions of productive assets, Individual 
shocks resulted in very small changes in the time path of the dis- 
tribution of income relative to the basic run, Impact effects in the 
early periods tended to be eroded over time, even when the policies 
were continued, Only when enough different types of interventions 
were undertaken simultaneously, amounting for all practical pur- 
poses to a change in development strategy, were changes sustained 
over the entire nine-year period. 


This remarkable stability of the basic time path of the size dis- 
tribution of income is probably the most important conclusion to 
emerge from our study. It is obviously a very worrisome result 
for reformers who are committed to increasing both the share and 
the absolute income levels of the poor as rapidly as possible, 
Given the growing inequality in income distribution observed in the 
basic path, reducing poverty is most difficult, 


As was noted earlier, the functional distribution of income (by 
classes of recipient) can vary widely, even dramatically, under 
different policies, while the size distribution (shares in total in- 
come of percentile groups of recipients) remains relatively con- 
stant with most policy changes, Economic policy can thus be a 
very powerful instrument for reshuffling the incidence of poverty 
(and wealth) among occupational and socioeconomic groups without 
doing much to increase equity. It is as if the basic course of the 
economy cuts the pie into slices, and policies superimposed on 
that course only affect who gets which slice, 


These observations have several important implications, First, 
contrary to popular belief, increasing the share of wages in national 
income does not necessarily imply either a more equitable distribu- 
tion of income or a reduced incidence of poverty in the economy. 
Second, since the relations among socioeconomic groups are of 
immense political concern, the ability to manipulate the functional 
distribution of income is politically more significant than the in- 
ability to change the more socially neutral size distribution, Third, 
significant improvements in equity and reductions in the incidence 
and degree of poverty cannot be made without massive efforts in- 
volving programs far more sweeping than any usually contemplated 
in the developing nations, Because of the sensitivity of the func- 
tional distribution of income to policy interventions, such programs 
are likely to cause substantial social unrest, 


Iwo other empirical generalizations that emerge from our re- 
sults should be of particular interest to policy makers, First, and 
perhaps surprisingly, we find that most anti-poverty policies eventu- 
ally help the rich and middle income groups more than they help the 
poor, This is so even when, as in our experiments, the rich are 
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taxed quite progressively to finance the programs, the programs 
are designed so that their initial impact is quite specific in favor- 
ing the lower income groups, and there is no graft, corruption, 
diversion, or stupidity in their execution, This trickle-up effect 
was evident in a great many different policy experiments and is 
difficult to avoid. Second, our experience with a wide range of 
policies indicates that it is much easier to make the income dis- 
tribution worse than to improve it, 


The most effective policies, Of the individual policy instru- 
ments analyzed for improving the size distribution of income, 
those raising the agricultural terms of trade tend to be the most 
important, This is because, as we found over and over again in 
our experiments, the terms of trade play a crucial role in deter- 
mining rural household incomes, In general, when the terms rise, 
so do the incomes of small farmers and, to a lesser extent, those 
of landless laborers, It is true that rich farmers gain the most, 
and that urban groups, including the urban poor, are injured, But 
for all that, a substantial increase in the terms of trade reduces 
poverty significantly and improves the overall distribution, An- 
other thing that makes the terms of trade so critical is their sen- 
sitivity to policies that affect the supply of and demand for agri- 
cultural goods, They thus provide a responsive mechanism that 
tends to subvert many of the equity-oriented policies that are often 
considered, Positive policy actions are required to maintain the 
agricultural terms of trade, since tney have a natural tendency to 
worsen with growth, a phenomenon that is consistent with the his- 
torical experience of virtually all developed countries, This 
natural tendency may not manifest itself, however, in an open 
economy in a world where the relative prices of food stuffs are 
rising. 





Other policies that have a significant influence on poverty are 
those encouraging rural-urban migration, In general, the incomes 
of the urban poor are much higher than the incomes of the rural 
poor, so that one would expect migration to alleviate overall pov- 
erty. This is especially true in a rapidly growing economy like 
Korea's, where the urban labor force can absorb the new migrants 
without a significant fall in wages, The relative increase in the 
supply of urban goods contributes to the improvement of rural in- 
comes by raising the agricultural terms of trade, There can, of 
course, be too much migration, creating a reserve of the unem- 
ployed and thereby keeping the wages of the unskilled urban workers 
at the subsistence level; in countries growing less rapidly than 
Korea, one would expect the absorptive capacity of the urban labor 
force to be reached at a much lower rate of migration, 


As expected, the choice of trade policies has a significant im- 
pact on poverty and equity. However, it is not primarily the direct 
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effects of trade policy on the urban sector that matter; those 

are rapidly dissipated throughout the economy. Rather it is how 
that policy affects the agricultural terms of trade and rural out- 
migration, For example, had Korea followed an import-substitution 
strategy rather than a labor-intensive, export-promotion policy, the 
resulting deterioration of the agricultural terms of trade would have 
produced a significantly more unequal size distribution of income 
and significantly greater poverty than Korea actually experienced, 
By contrast, an even stronger labor-intensive, export-promotion 
policy would have had beneficial effects on both growth and equity, 
the latter resulting primarily from trickle-down to the poor farmers, 
These results cannot be generalized to nations that do not start out 
with both a reasonably equitable pattern of land ownership and tenure 
and a relatively well-educated and skilled population, 


Population reduction, a policy of great interest to decision 
makers, has at best a small beneficial effect on overall household 
poverty in the medium run nine-year period, Indeed, though 
greater population reduction improves equity in the size distribu- 
tion of income, it does so at the cost of a significantly reduced rate 
of economic growth, As a result, the reduction in rural poverty due 
to the decreased size of the rural labor force and the consequent in- 
creased size of average landholdings is almost counterbalanced by 
the increased impoverishment of the urban worker, On the other 
hand, reducing the urban population also decreases the growth rate 
of the economy and increases rural poverty more than it alleviates 
urban poverty, This effect cn rural poverty comes about because 
the supply of urban goods is restricted, leading to price rises in 
urban products and a consequent deterioration in the agricultural 
terms of trade, Indeed increases in migration are insufficient to 
counteract fully the negative effects on the rural sector, A more 
even-handed population reduction policy, applying comparably to 
both urban and rural sectors, improves overall poverty somewhat; 
but the reduction in poverty is far smaller than one might have 
expected because urban poverty is significantly increased in the 
process, 





Perhaps the most frequently proposed anti-poverty measures are 
direct transfers to the poor, We modeled two different types of 
very sizable transfer programs: direct income transfers, and price 
subsidies for the poor for the necessities of life (food, housing, and 
medical care), We tried out these programs on both rural and urban 
groups. Both types of transfers are expensive, and they help the 
specific target groups to some extent, The direct income transfers 
have the least leakage and the slightest market distortion effects of 
any of our experiments, and their effects on the target groups per- 
sist as long as the transfers are maintained. The price subsidies, 
in contrast, become less and less effective over time, because as 
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incomes rise the share spent on necessities falls, However, income 
transfers to functional groups are unlikely to be an effective tool of 
anti-poverty policy. First, the tax base for generating the neces - 
sary transfers is generally small, Second, it is hard to define re- 
cipient functional groups that do not include a significant proportion 
of households that are not poor, A transfer program aimed at in- 
come groups, rather than functional groups, would of course be 
more effective but would be extremely difficult and expensive to ad- 
minister, Finally, for any type of transfer program, the fact that 
the effects do not outlast the duration of heavy programmatic expen- 
ditures means that a nation committed to direct transfers as an 
anti-poverty measure must be resigned to persistently large welfare 
budgets and to the resulting dualistic society, 


Results of policy combinations, To explore the nature of desir- 
able reorientations of policy imposed over and above the basic de- 
velopment strategy, we investigated social development programs, 
production and employment programs, and programs involving vary- 
ing degrees of institutional change, We also tested various combin- 
ations of these programs, Some of these combined packages are 
considerably more effective than the sum of their components, In 
general, their ultimate impact is determined largely by the extent 
and nature of the indirect leakage effects, which in turn are strongly 
influenced by the interaction of their component programs, 





In evaluating the effectiveness of the various packages, we have 
compared their ultimate effect with the final year of the basic run 
using three indicators: percentage changes in the absolute income 
of the bottom decile of the population; changes in the share of house- 
holds below the poverty line; and changes in the Gini coefficient, 

[| See Development Digest, July 1978, p. 93 for explanation of the Gini 
coefficient,| The ranges for these criteria were chosen on the 

basis of what our model results indicate is achievable over a nine- 
year period with what seem to be acceptable policy interventions, 

The categories are as follows, 





Harmful, The bottom decile's income is lower by 5 percent or 
more; the percentage of households in poverty is at least one per- 
centage point higher; the Gini coefficient is at least .010 higher. A 
program is deemed harmful if two or three of these criteria are 
satisfied, 


Ineffective. There is insufficient change in the criteria to place 
the program in either the harmful or one of the effective categories, 


Moderately effective. The bottom decile's income is higher by 
5 percent or more; the percentage of households in poverty is at 
least one percentage point lower; the Gini coefficient is at least 














.010 lower, A program is deemed moderately effective if it meets 
two or three of these criteria but does not satisfy the criteria fora 
higher degree of effectiveness, 


Effective, The bottom decile's income is higher by 15 percent 
or more; the percentage of households in poverty is more than 3 
percentage points lower; the Gini coefficient is more than ,022 
lower, A program is effective if it meets all three criteria but is 
not ''very effective, " 


Very effective, All three criteria for "effective" are doubled. 
A program is very effective if it meets all these doubled criteria. 





The results of 26 experiments evaluated by this categorization 
are shown in Table 1, It is interesting to note that only in the pro- 
grams characterized as ''very effective" does the rate of growth 
of the income accruing to the bottom decile approach (in one case) 
or exceed (in four experiments) the rate of growth of mean overall 
household income, The five ''very effective'' experiments are also 
the only ones in which the Gini coefficient is lower at the end of the 
ninth year than it is in either the basic run or in the experiment at 
the beginning of the calculation. For a program to be "'very effec- 
tive, '' however, it appears from our experiments that a large 
multi-faceted intervention amounting to a major restructuring or 
reorientation of the basic development strategy is required. Even 
the criteria used for "effective" programs still benefit the poor 
less than they do the rest of the economy (i. e., there is a large 
trickle-up) and do not raise the absolute standard of living of the 
poor by nearly as much as do the "very effective" programs, 


Among the individual rural development packages, experiment 
A-3, aimed cc increasing agricultural production, is not an un- 
qualified blessing, It is ineffective in reducing poverty, and it 
worsens the distribution once the import-substitution possibilities 
in food are exhausted, It tends thereafter to worsen the position of 
the rural poor and improve the lot of urban groups, including the 
urban poor, unless measures are taken to maintain prices, In gen- 
eral, who gains from the rural policy packages depends largely on 
what happens to the terms of trade, If they turn far enough against 
agriculture, the result is a transfer or trickle-up to the urban 
groups. Rural groups gain only if special steps are taken to pre- 
vent the terms of trade from deteriorating too much. A rural pub- 
lic works program (A-5) substantially improves the real incomes 
of the poor, especially the landless laborers, and is a moderately 
effective policy, Land reform (A-1), which redistributes land to 
small farmers, is an effective policy that reduces poverty, im- 
proves the distribution within the rural sector, and narrows the 
urban-rural income gap. Rural cooperatives (A-2), which market 
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the crop, subsidize agricultural inputs and provide low-cost credit, 
have some beneficial effects and represent a moderately effective 
program, Of the individual policy packages, land reform has the 
most effect on the relative distribution, and it raises the incomes 
of the poor almost as much as rural public works, 


A concerted rural development strategy (experiment A-9 or 
A-10), combining programs for increased production, public works, 
cooperatives, social development, and price stabilization, is very 





TABLE I 


Overall Effectiveness of Experimental Programs 





Changes in indicators 





Income of Percent of 
bottom houscholds Gini 
Experiment number and program decile in poverty coefficient Rating‘ 





RURAL PROGRAMS 


A-1: Land reform +28.7% —4.6% — .024 E 
A-2: Cooperatives +5.7 —2.1 -— .021 ME 
A-3: Productivity and marketing +3.4 —0.9 +.010 I 
A-4: A-2 and A-3 +9.5 —2.7 —.014 ME 
A-S: Public works and industry + 30.4 —4.7 — .009 ME 
A-6: Consumption subsidy +5.9 -1.4 + .002 ME 
A-7: Education and demographic change +7.9 —1.1 —.019 ME 
A-8: A-6 and A-7 +16.1 —3.1 — .025 E 
A-9: All programs combined +77.6 — 10.7 — .065 VE 
A-10: All programs but land reform +63.5 —9.6 — 057 VE 
URBAN PROGRAMS 
B-!: Consumption subsidy +1.0% —.4% — .005 I 
B-2: Education and demographic change —3.5 +.7 + .003 I 
B-3: B-1 and B-2, with increased 
migration +11.0 —2.1 — .027 ME 
B-4: Small-scale industry +2.8 —.6 —.001 I 
B-5: Export promotion +5.1 —.3 —.018 ME 
B-6: Public works +8.9 —1.5 — .035 ME 
B-7: Labor-intensive technology +1.0 —1.0 — .007 | 
B-8: Decreased clasticity of substitution — 37.8 +9.9 + .048 H 
B-9: B-5, B-6, and B-7 +17.6 —3.5 — .037 E 
B-10: Nationalization —2.1 +1.2 —.001 I 
B-11: B-3 and B-9 +18.9 —4.0 — .042 E 
COMBINED RURAL-URBAN STRATEGIES 
C-1: Consumption subsidy (A-6 and 
B-1) +5.7% —1.4% — .002 ME 
C-2: Education and demographic change 
(A-7 and B-2) +10.1 —1.7 — .025 ME 
C-3: Employment (A-5, B-5, and B-6) +45.8 -7.9 —.051 VE 


C-4: Reform capitalism (A-10, B-3, B-5, 

and B-6, with increased taxation 

and migration) +51.2 —8.6 — .069 VE 
C-5: Market socialism (A-9, excluding 

A-3; and B-3, B-5, and B-10, with 

increased import substitution and 

taxation) +33.1 -6.7 —..098 VE 





* VE is very effective; ME is moderately effective; E is effective; 1 is ineffective; H is harmful 
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effective in alleviating poverty and improving the distribution, 
When land reform is included, the percentage of households living 
in poverty falls to about one-quarter of the number in the basic run 
by the final year, The rural strategy without land reform is less 
beneficial (there are 30 percent more households living in poverty 
than in the package with land reform), though it is still very effec- 
tive, 


At best, the individual urban programs are only moderately ef- 
fective in reducing poverty and changing the overall distribution, 
The two individual urban packages that are moderately effective 
are a public works program in housing construction and transpor- 
tation, and a program that puts a still stronger emphasis on labor- 
intensive and export industries (B-6 and 5), However, these pro- 
grams are successful in alleviating poverty not because of their 
effect on urban wages and employment, but rather because of their 
influence on the rural poor through changes in the terms of trade, 
Five individual programs are ineffective in reducing overall pov- 
erty and improving the relative distribution: consumption subsi- 
dies for urban working groups, education and demographic change, 
the promotion of small-scale industry, the adoption of labor- 
intensive technology (by changes in the production functions), and 
the nationalization of large-scale industry, Decreased elasticity 
of substitution (experiment B-8) is actually harmful, The nationali- 
zation of large-scale manufacturing industry turns out to be ineffec- 
tive, with generally adverse effects, because it leads to lower pro- 
ductivity in the nationalized firms, and ultimately to lower output in 
manufacturing as a whole, This drives up the relative price of manu- 
factures and turns the terms of trade against agriculture, thus re- 
ducing rural incomes and dragging more households into poverty, 


Despite the largely disappointing nature of the individual urban 
programs, one urban development strategy (B-9) combining public 
works, export promotion in labor-intensive industries, and the 
adoption of more labor-intensive techniques is effective in reducing 
poverty and improving the distribution, It is not nearly so effective, 
however, as the overall rural development strategies, even though 
some of the indirect effects improve the agricultural terms of trade 
and so allow the benefits to leak to the rural poor, (This leakage 
process becomes more pronounced with time and it could help the 
rural poor even after the period of calculation, ) 


Our experience with the separate rural and urban packages led us 
to examine combined rural-urban packages, We sought an integrated 
approach that would ensure that leakages to urban groups of rural 
programs are more than counterbalanced by leakages to rural groups 
of urban programs (because most of the poor are rural), To this end, 
we designed two large across-the-board policy packages: a reform 
capitalism package (experiment C-4) and a market socialism pack- 
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age (experiment C-5), Experiment C-5 is intended to represent 
those policies that are frequently adopted in non-Communist so- 
cialist countries, It emphasizes land reform, the nationalization 
of large-scale industry, and import substitution, but also provides 
for social development, urban and rural public works, rural co- 
operatives, and the decentralization of small-scale industry, Ex- 
periment C-4 is intended to illustrate what a capitalist economy 
could do if it was so set on alleviating poverty that it would be will- 
ing to make massive changes in the structure of its economy and 
society, This package omits land reform and the nationalization of 
industry, It includes the same program for social development, 
urban and rural public works, rural cooperatives, and the decen- 
tralization of industry as in the market socialism package, but 
where that package emphasizes import substitution, this one pro- 
motes labor-intensive exports, It also introduces improvements 
in agricultural productivity. 


Both packages are very effective by our criteria, By the end of 
the calculation, in spite of leakage to the rich under reform capital- 
ism and a decline in the growth rate under market socialism, the 
seven lowest income deciles of the society are all better off in abso- 
lute terms than they were without any policy intervention at all, The 
trade-offs between the two approaches are the familiar ones, The 
market socialism package leads to better and improving distribution 
but increasingly lower output compared with the basic run, The re- 
form capitalism package shows evidence of a deterioration of the 
distributional gains over time and of an acceleration of productive 
growth, By the end of the calculation, everyone (including the low- 
est decile) is better off under reform capitalism than under market 
socialism in absolute terms, Still, as noted, the seven lowest in- 
come deciles clearly do better under the socialist package than they 
do when, as in the basic dynamic run, a favorable growth strategy 
is not complemented by significant anti-poverty programs, 


In comparing these two packages, one must bear in mind that the 
reform capitalism package comes out well because its policy makers 
are willing to undertake what many would consider to be "uncapital- 
istic'' policies, In its intensity and in the way it affects the system, 
the program is more akin to Scandinavian socialism than to Ameri- 
can capitalism, But then, the market socialism package is closer to 
the British design that it is to Russian socialism, It is socialism 
with markets and market incentives, rather than socialism with 
direct government control over the allocation of factors and products, 


In summary, our study reinforces the view that the distribution of 
income is firmly rooted in the structure of the economy, and that its 
path over time depends on the fundamental development: strategy 
chosen by the society, Once the basic development strategy is cho- 
sen, single-pronged programs that do not include large direct 
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transfers of assets or income can constitute, at best, moderately 
effective programs, Furthermore, to be most effective, pro- 
grams to alleviate poverty and improve equity must involve an 
appropriate choice of basic development strategy, 


Of the basic development strategies we have explored, two 
stand out as being potentially appropriate for equitable growth, 
The first is an intensification of the one that Korea has pursued, 
particularly in the 1964-73 decade: export-led, open, labor-and 
skill-intensive growth, A necessary condition for the success of 
this strategy in improving the income distribution and alleviating 
poverty is that a large proportion of the labor force be well edu- 
cated or skilled workers, A second requirement for the success 
of this type of strategy is that the natural course of the agricul- 
tural terms of trade, when upward, should be reinforced (or at 
least not be impeded); and when downward, should be reversed, 
This process needs to continue so long as the rural poor consti- 
tute the dominant portion of the poverty population, Such a policy 
would not be easy to maintain, however, since urban pressures 
for decreasing the agricultural terms of trade tend to be stronger 
and more highly organized than rural pressures for raising them, 
It is important, though, that the urban pressures be resisted, be- 
cause a favorable movement in the terms of trade is the dominant 


process by which a labor-intensive export strategy benefits the 
rural poor, 


The second promising strategy is that of emphasizing rural 
development, Its success likewise depends on two conditions, 
The first of these is a relatively equal distribution of land and 
equitable tenure arrangements; the other is some kind of institu- 
tional arrangement for maintaining agricultural prices. These 
two strategies are not mutually exclusive, On the contrary, they 
might well be combined, as in the reform capitalism strategy. 


[ Extracted from Chapters 1 and 10 
of Income Distribution Policy in 
Developing Countries - A Case 
Study of Korea, a World Bank 
Research Publication, Stanford 
University Press, Palo Alto, 
California, Copyright© 1978 by 
The International Bank For Re- 
construction and Development, ] 
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Income Distribution in Two 
Experimental Economies 


Raymond C, Battalio, John H, Kagel, 
and Morgan O. Reynolds 


[ Data on individual labor earnings are reported from two experi- 
mental economies where the primary factors responsible for in- 
come differences were differences in preferences for income 
versus leisure, and differences in abilities in manual job tasks, 
Measured income dispersion under these conditions was strik- 
ingly similar to that in the United States and other market econ- 
omies, indicating that these two factors alone are sufficient to 
generate such income differences, ] 


"Differences in incomes that are associated 
with differences in effort are generally regarded 
as fair, If everyone were offered the same hourly 
wage rate and the opportunity to work as many 
hours as he or she chose, the resulting discrepan- 
cies on payday would be understandable, In fact, 
it would seem unfair for the person who takes more 
leisure to get just as much income, ' Arthur Okun, 
1975, 


A key question concerning income distribution 
and inequality is why reported income distributions 
seem to have a considerable similarity in general 
shape, dispersion, and positive skewness, Econo- 
mists can find a host of factors which might be 
responsible for the observed patterns of differences 
in income within a population group, but it has proven 
difficult to discriminate empirically among various 
hypotheses with the available data, Special attention 
has focused on isolating differences in ability and 
effort, because of a common belief that, if these 
were the only factors involved in earnings differ- 
ences, incomes would be more evenly distributed 


The authors are with the Texas A & M 
University, College Station, Texas, 
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than they currently are. Naturally, many would find it very 
agreeable if this were the case, 


The purpose of this paper is to analyze data on individual labor 
earnings from two economies in which many of the alleged sources 
of unequal incomes.in national economic systems were greatly re- 
duced or eliminated, Sufficient experimental control was maintained 
so that the primary factors responsible for differences in individual 
incomes were differences in individual preference for income over 
leisure, and differences in individual abilities to perform relatively 
simple job tasks, Each individual could vary his or her level of 
earnings by working more or less, with corresponding reductions 
in leisure time. Measures of income dispersion were taken for the 
earnings distributions under these conditions, and then compared to 
figures for the United States and other market economies, 


The Experimental Economies 





Stigler has provided a representative discussion of factors gener- 
ating differences in labor incomes, which can be summarized in the 
following list: (1) luck (personal factors--health, accidents; employ- 
er factors--weather, fire, flood, bankruptcy; market factors--gen- 
eral business conditions, finding best job and best pay within a job); 
(2) direct occupation expenses; (3) costs of occupational training and 
education; (4) lifetime concavity of earnings with respect to exper- 
ience; (5) variability or instability of earnings (risk preferences, pro- 
gressive income tax); (6) differences in cost of living; (7) occupational 
prestige and social esteem; (8) fringe benefits, like insurance, etc, ; 
(9) monopoly power and restrictions; (10) inability to borrow invest- 
ment funds for training; (11) imperfect foresight; (12) discrimination 
and nepotism; (13) relative desire for market income versus leisure; 
and (14) ability or productive capacity, Factors 2-8 are the compens- 
atory or equalizing principles of Adam Smith which would exist in full 
competitive markets and cause wage incomes to differ even among 
workers of similar ability and taste for income, Factors 9-12 des- 
cribe divergencies from a perfectly competitive economy which can 
create additional income differences. The institutional structure of 
the experimental economies analyzed here permitted factors 1-12 to 
play almost no role in acccunting for the observed differences in 
earnings. That is, economic conditions were such that differences 
in ability and preferences for income over leisure were the primary 
factors responsible for income differences, 


Both economies were planned economic environments in the sense 
that they were organized systems in which individuals lived for con- 
tinuous, extended time periods and received tokens or points for work 
performed which were exchangeable for present or future consumption 
goods, The first was a therapeutic token system established ina 
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female ward for chronic psychotics at the Central Islip State Hospital 
in New York, The second was an experimental economy (Cannabis 
Economy) established at the Addiction Research Foundation in Ontario 
to study the socio-economic effects of marijuana consumption among 
volunteer subjects, 


In the Central Islip economy, income was earned primarily in jani- 
torial chores such as sweeping and mopping floors, sorting laundry, 
and washing dishes, although income could also be earned from self- 
care activities (straightening up a bed) or activities designed to teach 
social skills. Each token-earning behavior was clearly defined and 
available at regularly scheduled intervals at a specified token wage 
rate, Wage rates were structured to approximately clear the labor 
market, avoiding excess demand or supply in each job activity. Pa- 
tients did not have fixed job assignments, and the staff allocated jani- 
torial activities among those willing to work on a day-to-day basis, 

In principle, all patients had the requisite skills to perform any of the 
jobs, but of course some did higher-quality work than others, Indivi- 
dual patients generally volunteered to perform a given job ona fairly 
regular basis, and the staff relied upon these patients to perform 
these jobs, Most patients worked in a variety of jobs, as well as 
working the same job more than once a week, There was no fixed 
maximum on the amount of work that an individual was allowed to per- 
form, nor minimum amount of work required. 


With respect to consumption, all patients were supplied with an 
assured bundle of goods normally provided by a hospital, suchas a 
bed in a public dormitory room, meals, and medical care, indepen- 
dent of their token-earning activities. Tokens were used to purchase 
additional goods like cigarettes, coffee, candy, cookies, soda, and 
milk at the token store; to rent a private room or locker, obtaina 
grounds pass, or purchase clothing, and dance tickets, The indivi- 
dual distribution of consumption expenditures coincided very closely 
with the distribution of labor earnings. Examination of saving and 
consumption behavior in this economy has demonstrated that these 
consumers conform to standard principles of economic behavior, 


The second economy (Cannabis Economy) consisted of three groups 
of volunteer subjects, two male groups and one female group, which 
entered the experiment on different dates. Subjects ranged from 20 
to 28 years of age, had used marijuana (or other derivatives of the 
cannabis plant) regularly for at least 2 years, were unemployed at 
the time of volunteering, and had 12 or more years of schooling, 

The structure of the economic system was the same for all groups ex- 
cept for availability and conditions of marijuana consumption (which 
was the basis for tests that were the purpose of the group's exis- 
tence), These differences are ignored here because they did not af- 
fect the distribution of output per hour, hours worked, or earnings. 
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Income-earning activity in the Cannabis Economy consisted of 
weaving woolen belts on small portable hand looms, Standards for 
acceptable belts were established and subjects received $2,50 (Can- 
adian currency) for each acceptable belt submitted, The material 
used in weaving belts was provided free of charge and was always 
available in the work area, Subjects were free to work anywhere 
in the ward, during any desired time period, and for as long or as 
little as they wished, Records of output, earnings, and consump- 
tion were maintained by the experimenters, and a record of each 
subject's activity was made every half-hour, 


The consumer goods provided free of charge during the 98-day 
experimental period consisted of assignment, in pairs, to semi- 
private rooms with heat, lights, and cleaning services, All other 
goods had to be purchased from production earnings. A store on 
the premises offered canteen items, including alcoholic beverages; 
recreation facilities were available for small rental fees; and meals 
were available at the hospital cafeteria or snack bar, as well as 
from food-to-go outlets outside the hospital, A staff member was 
regularly available to purchase other retail items and bring them in 
from outside the hospital at market prices, All unspent earnings 
could be taken home at the end of the experiment, Consumption and 
saving behavior in this economy also corresponded to standard prin- 
ciples of economic behavior, 


Differences in Individual Earnings 








The data in Table ! provide descriptive measures of the distribu- 
tion of individual earnings within the two experimental economies, 
Weekly distributions and individual income totals over 5 weeks are 
reported for the Central Islip economy. Total earnings for the 3- 
month experimental period are reported for the three groups in the 
Cannabis Economy, 


Students of income distribution will note some familiar features 
about the dispersion and skewness shown in Table 1, In the Central 
Islip economy there was considerable dispersion in earnings among 
individuals in the economy regardless of which index of variability is 
chosen, The highest earner received over 10 times as much as the 
lowest earner, the coefficient of variation was about 0.75, the vari- 
ances of the logarithm of income averaged 0.42, and the Gini co- 
efficient was about 0,375. 


The distributions of income from the Cannabis Economy are gen- 
erally more compact than those for CentrallIslip. If we consider 
the combined distribution for all 56 subjects, the coefficient of vari- 
ation (0.56) and Gini ratio (0.310) were somewhat smaller than those 
in Central Islip, although the maximum income was over 10 times as 
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Table 1 


Income DistRiBUTION IN Two ExPERIMENTAL ECONOMIES 





SHARE OF EARNINGS 








Var.. Gm Lowest* Highest* 
Economy Sex N Mepian Mean Min/Max C.V. Locs. Coerricient Fifth Fifth 
Central Islip: 
ere F 25 42 47.6 11-157 Ps 406 5.9 45.5 
et AEE F 2 36 47.5 12-133 2 200 400 5.8 43.1 
WADERS scccsetas r 2 44 47.7 13-139 65 40 353 6.6 40.4 
Wek 4. cscieccs F 25 35 42.7 11-170 87 44 402 6.6 47.1 
ons ee F “2 32 37.9 12-150 a! 346 8.5 42.5 
ae F -2 184 . 223.3 70-689 68 .34 344 7.4 41.2 
Cannabis Economy: 
eee M 49 +2657 -- 1,753 720-3,347  .42 . .23 249 9.5 33.1 
ASRGUD 2 o%400%100's M 19 2,385 2,852 1,114-5,397 .45 .22 -264 9.8 35.8 
SGEOUD'S .sa506 00 F 18 1,507 1,600 282-3,747 .60  .56 358 6.4 42.9 
Groupsland2.. M 38 2,105 2,302 720-5,397 51 28 285 8.8 38.5 
Groups 1,2,and3 M-F 56 1,977 2,077. 282-5,397 .56  .41 310 6.6 37.2 





Nore.—C.V. = coefficient of variation; var. logs. = variance of the logarithm of income. 
* Lowest and highest 20% rounded to nearest whole number for Cannabis Economy. 


large as the minimum income and the variances of the log of income 
were similar. However, differences in dispersion emerge among 
the three sub-groups comprising this total, The two male groups 
had a maximum income only about five times as large as its mini- 
mum income, whereas the maximum was over 10 times the minimum 
in the female group, Coefficients of variation, log variances, and 
Gini ratios were smaller for the male groups than those reported for 
the women in Table l, 


The numerical measures of dispersion reported for the experi- 
mental economies fall within the range of comparable measures re- 
ported for the United States and other national economies, In Table 
2, a sampling of Gini ratios for income distributions in various 
groupings in U.S, national data is shown along with those of the ex- 
perimental groups and one from the U.K, Obviously, no single dis- 
tribution constitutes the correct comparison because representations 
of income dispersions always depend upon definitions of the income 
recipient unit, income period, and data accuracy, as well as the sta- 
tistical methods used to summarize and interpret the data, As illus- 
trated in Table 2, the general tendency in these data is for income to 
be more evenly distributed the more homogeneous the group of income 
recipients and the narrower the occupational classifications covered, 
Gini ratios often exceed 0.40 when distributions include all sources of 
money income (before personal taxes) for all types of households, 
However, it is not unusual for Gini ratios of relatively homogeneous 
groups of workers to be considerably smaller, often falling below 
0.30. The Gini indexes for the experimental data fall within these 
extremes, The Cannabis Economy, which had a single source of 
earnings and a more homogeneous population of workers, hada 
smaller Gini ratio than the Central Islip economy, which had multiple 
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TABLE 2 


SELECTED Gint Ratios ror INcoME DistripuTiIONs IN NATIONAL AND EXPERIMENTAL ECONOMIES 











Country or Experiment Income Concept Recipient Unit Gini Ratio 
DEI cscs 5 os osecnsecses cee IRS adjusted gross income Individual tax returns 46 
Pe MMEEE MID owls og a ties sscecdineees Labor earnings (no personal tax) Female workers -41 (max) 
Pe MMIII 2 oS Gk kV cdewkiowsanee Pretax money income Families and unattached individuals -40 
ee RPE 4650 ors e hcle'cnae ee ce ws ee Pretax money income Female-headed families -40 
Sic RIM PERMEERY s  a)s c'v'a'sin./olaic.s'o'p caine Income after taxes and transfers Families and unattached individuals -36 
AMINED oon. 5 6.0.5 0.00 app oereeee ae Pretax money income Families Pe 
fe eee errr e Labor earnings (no personal tax) Female workers .34 (min) 
OO Pree OF cer or Pretax labor carnings All workers Pe 
Fe SIMCOE S656 6.0.05.5 sa cree onesies Consumption expenditures Families and unattached individuals 31 
MUM! Cisne oc sls Sele Xie é:a'n cic adecer tees Consumption expenditures Individuals 31 
DP WOT SONOS on on os cence cesageeee Pretax labor earnings Houschold heads, age 25-34 .29 
MME oat a 0c 5-0 5 5b e cece heinceees Pretax labor earnings Male workers, age 20-28 .29 
Bee CCE EEEE: £5 5. 6'a's annie e nies de ares Pretax wages and salaries Male workers, full time, all industry .28 
Be NONE EOD. os 5 0.05) sbacdesccoese Pretax wages and salaries Male workers, full time, manufacturing .26 
Fic; COR MATE 6.46 55.55 0b ac cece Pretax wages and salaries Male workers, full time employees ae 
Sovrces.—For national estimates, line 1: Gastwirth 1972; line 3: U.S. Bureau of the Census 1974a; line 4: Danziger and Plotnik i975; lines 5 and 11: Taussig 1973; line 6: U.S. 


Bureau of the Census 19745, also see Paglin 1975 and Taussig 1976; line 9: Reynolds and Smolensky 1977; line 10: Paukert 1973; lines 13 and 14: Henle 1972; line 13: Hill 1959. 


sources of earnings and a somewhat more heterogeneous population 
of income earners, 


Comparisons of income dispersion should not rely on any single sum- 
mary measure, But other statistical comparisons suggest the same 
general conclusion as the Gini index, For instance, the highest fifth 
of U.S. full-time craftsmen received 32 percent of total earnings in 
1970, as did the highest fifth of factory operatives, By comparison, 
the highest fifth of earners in the experimental economies always re- 
ceived more than 32 percent of total earnings, indicating as much dis- 
persion of income in the experimental economies as for manual occu- 
pations in the national economy. Similarly, Lydall (1968) reported 
coefficients of variation in labor earnings for all U.S, males of 0,52, 
0.36, and 0.37 in 1939, 1949, and 1959, respectively, which are gener- 
ally smaller than coefficients of variation in the experimental economies, 


We note another striking similarity between the Cannabis data and 
national data, namely, the difference between male and female earn- 
ings. H. Lydall, among many others, has puzzled over this ancient 
difference between the sexes: ''For full period workers in the devel- 
oped countries, the median earnings of women seem to be mostly be- 
tween a half and two-thirds of the earnings of men; and the question 
which arises is whether this ratio is an accurate reflection of the dif- 
ferences of average effective abilities of men and women, or whether 
it is partly institutionally or sociologically determined, '' Remarkably 
enough, female mean earnings in the Cannabis experiment were 69,5 
percent of the mean earnings for all males, a statistically significant 
difference at the 1 percent level, Many explanations might account 
for the observed difference--e, g, differences between the sexes in 
physical stamina or desire for leisure--but, given the structure of 
the Cannabis Economy, it cannot be accounted for by sex bias or 
segregation of the sexes into different jobs, 
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Conclusions 





In summary, data from the experimental economies show that dif- 
ferences in abilities to perform simple manual jobs and differences 
in preferences for market income among relatively similar individuals 
(by demographic characteristics) are sufficient to generate income 
dispersions like those observed in national economies, It bears em- 
phasis, however, that this does not imply that these two factors neces- 
sarily account for all income differences in national data, 


Some might be tempted to use our results on behalf of various 
opinions or ideological positions on the fairness of the existing dis- 
tribution of income, We make only two points, The first is that this 
study provides evidence for the proposition that measures of disper- 
sion in income and earnings reveal virtually nothing about the socio- 
economic structure in which the observed distribution was generated, 
We considered two institutional structures and populations that were 
quite different from national economic systems and from each other, 
yet the empirical measures of income dispersion were not dramati- 
cally different. This draws attention to the fact, sometimes over- 
looked, that particular individuals occupying a given income rank can 
be quite different under alternative economic structures, although 
the overall distribution pattern remains unchanged, Thus, in an 
economic system where factors such as 9 and 12 (monopoly power, 
nepotism, discrimination) are important factors generating a parti- 
cular distribution of income, removal of these factors need not 
change the empirically measured Gini coefficient or coefficient of 


variation, even though this certainly can change the income position 
of individuals, 


The second point is that our study provides evidence for the im- 
portance of differences in individual preferences for earning income 
and in abilities as major determinants of the income distribution, 
But even if preferences and productive abilities play a dominant role 
in creating the income dispersion observed in the U.S, economy, it 
does not follow that the distribution of income is immutable, To the 
extent that tastes and abilities are formed by environmental experi- 


ence, potential changes in these variables can modify the equilibrium 
distribution of income, 


[ Extracted from Journal of Political 
Economy, Vol, 85, No, 6, December 
1977, pp. 1259-70. University of 
Chicago Press, Chicago, Illinois; 
Copyright © University of Chicago. ] 
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